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U.S. Tax Policy and Foreign InvestmentsLegislative and Treaty Issues
ROBERT J. PATRICK*
I.

INTRODUCTION

The year 1975 and the actions of the present Congress may determine the course of U.S. international tax policy for some years to
come. Policy makers have increasingly used fiscal measures as a tool
to achieve economic objectives. It is not surprising, therefore, that our
tax structure is perceived by some as a basic factor in determining
the allocation of investment resources between the United States and
foreign countries. As recently as April 17, Congressman Vanick, a
member of the Ways and Means Committee, expressed his concern
over the influence of the tax factors on investments:
Through piecemeal legislative changes stretching over 30 years, the
Congress has constructed a "tilt" of our tax laws toward foreign investment and away from domestic investment. As Senator Church has documented in his own investigation of this matter, the tax code currently
provides quite strong incentives for an American company to invest
abroad. These artificial tax incentives often override substantive economic criteria in a businessman's decision to expand his foreign operations.
In other words, a company may decide to build a manufacturing
plant in Europe not because the profit potential alone is more attractive
in a foreign plant than it would be with a similar plant built in the United
States. Rather, the businessman makes his decision to invest abroad
because he knows that profits from his foreign plant will escape substantially or completely U.S. tax.
The implications of this bias in our tax laws are enormous. The basic
health and strength of our economy is being slowly drained [and] with
the continued tax-induced outflow of investment dollars from the United
States American jobs are lost. American business suffers from a shortage
of capital. And we have no one to blame but ourselves.,

*International Tax Counsel, U.S. Treasury Department; LL.B. Stanford; B.A.
Stanford.
1. 121 Congressional Record H. 2944 (April 17, 1975) (remarks of Congressman
Vanick).
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For the reasons I shall develop in this paper, I believe that this
emphasis on the relative influence of our tax rules on investment
decisions is misplaced.
It is often difficult to find objective analysis in this area, let alone
persuasive data on which to base conclusions. Different theories of
tax neutrality have been formulated 2 and policy arguments are built
around tenaciously held beliefs in these theories.
Moreover, analysis may be influenced by reactions to the facts
that multinational enterprises have the ability to shift resources and
operations to obtain tax and other advantages; that costs in the form
of royalties or rents have been restructured as foreign income taxes
to be offset against U.S. taxes; and that some tax advisors frequently
stress tax planning with reference to tax havens.
In view of the theories and emotions surrounding these questions,
it is appropriate today to consider whether the emphasis on tax factors influencing investment decisions may not be exaggerated-to
consider whether in fact investment in this country or abroad, the
competitiveness of our exports, and the value of our currency are not
more dependent upon other policies and economic factors and
whether other tools are not more appropriate to solve perceived problems.
II. Is FOREIGN INVESTMENT GOOD OR BAD?
There can be little quarrel with the economic analysis that a
dollar invested in the United States produces benefits for this country
in the income and jobs that are generated and in taxes paid to the
United States. Taxes and wages are lost when the investment is made
abroad. Of less theoretical, but vital concern to Americans affected,
are those specific cases in which United States plants have been
closed and jobs have been eliminated while the enterprise through its
affiliates continues production abroad-in some instances for export
to the United States. It is also clear that since we do not generally
impose tax upon the undistributed income of a foreign subsidiary
which manufactures products abroad, that subsidiary may have a
more favorable current after tax rate on undistributed earnings than
it would have if located in the United States.
2. For example, the tax policies have been identified as involving "capital export"
neutrality (when the enterprise pays the same total rate of tax on foreign and domestic
profits), "capital-import" neutrality (when firms of all nationalities operating in a
country pay the same ultimate tax rate on their profits from operating in such
country), and "national" neutrality (where the return on capital which is shared between the national government and the taxpayer remains the same whether the capital
is located at home or abroad).
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Finally, there are arguments that encouraging U.S. private investment abroad also leads us to become involved in the political
affairs of other countries. If the U.S. Government encourages such
investment, the argument runs, then U.S. companies will expect the
U.S. Government to bail them out of political problems arising in
foreign countries.
There are counter arguments to each of the foregoing concerns.
One fundamental issue concerns the question of availability of capital. Much United States investment abroad is financed out of foreign
borrowings and retained earnings and does not represent a perpetual
outflow of capital from the United States. Indeed, for every year for
the past 24 years the return on U.S. capital invested abroad has
3
exceeded the direct investment outflow from the United States.
U.S. Direct Investment Abroad
[In billions of U.S. dollars]

1950 .......... ........... .....
19 51 .........................
1952 .................... .....
1953 ......... ........... .....
1954 .........................
1955 .......
............. .....
1956 ....... ..................
1957 ......... ................
1958 ................ .........
1959 ......... ....... ........ .
1960 ......... ........... .....
196 1 ......
...... ........ .....
1962 .........................
1963 ........................ .
196 4 ......... ....... ......
...
19 65 .........................
19 66 ............ ............ .
196 7 ...................... ...
1968 .........................
19 69 .........................
1970 ........................ .
19 71 .........................
19 72 .........................
1973 ............ .......... ...
1974 1 ........................

Direct
investment
outflow

Investment
income
receipts

0.6
.5
.9
.7
.7
.8
2.0
2.4
1.2
1.4
1.7
1.6
1.7
2.0
2.3
3.5
3.1
3.1
3.2
3.3
4.4
4.9
3.5
4.9
4.5

1.5
1.8
1.7
1.7
2.1
2.3
2.6
2.7
2.6
2.8
2.4
2.8
3.0
3.1
3.7
4.0
3.7
4.1
4.5
5.1
5.3
6.4
6.9
9.4
18.0

Estimate.

Source: International Economic Report of the President, transmitted to the Congress,
March 1975.
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Thus, foreign investment has been a net contributor to the United
States balance of payments position and a source of capital. While
capital may be short in a given period of time (in that its cost is
higher during that period than over the longer term) it is generally
possible for American enterprises to have both domestic and foreign
investment without foregoing profitable domestic investment. The
choice is not clearly either/or.
To the extent that a substantial portion of our exports are made
to foreign manufacturing affiliates, it is argued that in many instances we would not be exporting even components but for the existence of the foreign manufacturing investment that went abroad to
compete. It is very difficult to make conclusive judgments on this
question. In 1973, in a report to the Senate Finance Committee, the
Tariff Commission (now the International Trade Commission) reviewed competing claims concerning the effect of foreign investment
on domestic jobs and found that the question cannot be answered
conclusively. Under assumptions that the study determined to be the
most realistic of those considered, it found an overall gain of half a
million U.S. jobs.'
While we should be strongly in favor of investment in the United
States, we cannot assume that if we artificially deter American investment abroad (by punitive tax rates on foreign income, for instance) the potential American investor will necessarily invest his
funds in productive capacity within the United States. He may spend
his money in a manner that does not return it to domestic investment
channels, for example, simply by increasing imports. Nor in a world
of tariff and non-tariff barriers, high shipping costs and varying consumer preferences, should we assume that the alternative to foreign
investment is likely to be exports. The choice is more often between
making foreign investments and simply foregoing foreign business.
With regard to the argument that private investment abroad
entails U.S. interference in the political affairs of countries, it is
important to recognize that American companies operating abroad
are neither better nor worse than individuals or governments. Their
conduct is sometimes desirable and sometimes undesirable. Our recent involvement in Southeast Asia cannot be attributed to the influence of American private investment. Meanwhile, most developing
countries themselves still seek to attract the managerial and technological knowledge of the multinational enterprises.
Among intangible factors, the international scope of United
States industry makes it compete more effectively. In a competitive
4. SENATE FINANCE COMM., 93D CONG., 1ST SFSS., IMPLICATIONS OF MUiTINATIONAL
56, 669-72

FIRMS FOR WORLD TRADE AND INVESTMENT AND FOR U.S. TRADE AND LABOR

(Comm. Print. 1973).
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system, we should benefit as consumers.
The ability of U.S. and foreign multinational enterprises to bring
technology and consumer products to all areas of the world on competitive terms makes a positive contribution to world welfare and
stability.
To the extent the mobility of these enterprises is of concern, the
issue is broader than tax planning strategy. Indeed, the multinational
enterprises are probably subject to more government regulation as to
their tax liability than to other important aspects of international
investment, e. g., their employment policies. As for manipulation of
credits, income and deductions, including the use of tax havens, these
are the types of abuses that arise domestically as well, and can be
corrected by selective legislation and improved administration.
There are both advantages and disadvantages to foreign investment by United States based enterprises. On balance, foreign investment appears desirable. This is the stated position of the Administration and the implied position to date of the Congressional tax writing
committees. The arguments about our tax system are primarily over
what the proper balance should be in our tax structure with respect
to foreign and domestic investment. In the post-World War II period,
U.S. policy deliberately encouraged private U.S. investment abroad.
We are currently in a period in which the question is raised as to
whether we should make foreign investment less attractive.
Because the world contains a multiplicity of tax and accounting
systems, our tax structure simply cannot be neutral both at home and
abroad. If we tax all U.S. investment abroad currently at the U.S.
rate, we place some U.S. investment at a competitive disadvantage
relative to other investors in foreign countries, whether they be local
investors or investors from third countries. If we do not impose a full
U.S. tax on undistributed earnings, then some U.S. enterprises operating abroad will pay a lower current tax on their undistributed earnings than they would pay operating in the U.S.
What we should hope to produce are rules minimizing the making of investment decisions on the basis of tax factors, but designed
with the realization that there are practical limitations to any rules
or concepts and that there are such limitations in administering a tax
system that tries to fine-tune our tax laws with a hundred or more
other tax systems.

Im.

TAX STRUCTURE CONSIDERATIONS

A. The Foreign Tax Credit
The United States has unilaterally relieved international double
taxation as a tax credit country since 1918. The foreign tax credit is
now under strong attack by some as a giveaway of tax revenues or a
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gimmick for avoiding United States taxes.
Acceptance of the principle of the tax credit requires an understanding of the mechanics. The credit is available only where an
income tax has been paid somewhere. It operates mechanically to
give the taxpayer a credit against United States taxes on foreign
source income in the amount of the foreign taxes already imposed
upon that foreign source income, but not in excess of the U.S. tax on
it. Therefore, if the foreign income tax on corporate profits is less than
the United States tax, for example 30 percent, we will collect an
additional amount of $18 per $100 profit to bring the total tax collection up to 48 percent, the U.S. corporate tax rate. However, if the
foreign tax rate on foreign income is higher than the United States
tax we will give a credit up to our 48 percent tax on the foreign source
income. In that case we will not collect additional tax. The excess
credit does not reduce United States tax on United States source
income.
Repeal of the foreign tax credit (i.e., conversion to a deduction)
holds out the promise of vast tax revenues, perhaps as much as $8
billion. But this is a short term revenue gain since the consequences
of double taxation at rates in excess of 75 percent would quickly lead
to the selling off of foreign investment by U.S. owners5 and the consequent replacement of U.S. investment by foreign controlled multinationals.
The tax credit is not a perfect instrument. There are problems
concerning the application of the credit on a per-country or overall
foreign basis and the effect of losses incurred abroad which shall be
discussed later in contemplating possible changes in our tax structure.
B. Deferral
The other major consideration in foreign tax policy is so-called
"tax deferral," under which, as a general rule, the income of a corporation is not treated as having been received by the shareholders until
it is distributed to them. In the foreign area this means that, if a
United States investor establishes a foreign corporation, the United
States will generally not tax the income of the foreign corporation
5. For repeal of the foreign tax credit to be effective, it would be necessary to tax
undistributed earnings of foreign subsidiaries currently, since ending the credit would
otherwise discourage dividend repatriation. Outside of the mineral (including oil) and
banking industries, most U.S. companies invest abroad through foreign subsidiaries.
The double taxation impact of turning the tax credit into a deduction can be
illustrated by the example of $100 corporation income earned by a U.S. corporation in
Canada and taxed at a 50 percent rate in Canada. A deduction for the $50 Canadian
tax would leave the remaining $50 subject to tax at 48 percent in the United States.
The corporation would pay an additional $24 of U.S. tax for a total of $74 tax on each
$100 of corporate income. That would be an effective rate of 74 percent. If the remain-
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until that income is distributed as a dividend or until there is a sale
or disposition of the stock of the foreign corporation. We have exceptions to this rule in the case of foreign tax haven corporations used
as incorporated pocketbooks, as holding companies or as devices to
accumulate trans-shipment selling and service profits.
From a revenue standpoint, the tax deferral issue is less significant than the repeal of the foreign tax credit. In the case of deferral,
revenue estimates, following tax increases in the recent 1975 Tax Act,
suggest that the revenue gain from current taxation of the net earnings of U.S. controlled foreign subsidiaries would be under $365 million 6-less than 8/10 of one percent of estimated 1976 corporate U.S.
income tax revenues.'
While ending deferral would have a relatively small effect on
revenue, the fact that United States enterprises would be paying tax
on a different schedule from that of competing local industry in foreign countries would strongly affect specific investments. For example, the benefits of rapid depreciation deductions available in the
United Kingdom for U.S. taxpayers would be eliminated for U.S.
owned enterprises, which would pay U.S. taxes currently under a
different depreciation schedule. There would be dividend policy
problems in distributing income to meet increased tax payments by
United States shareholders in foreign joint ventures with minority
foreign interests. The distributions would attract foreign withholding
taxes that would reduce the U.S. revenue gain. There would also be
complications in countries having exchange controls and blocked
funds.
There is also a question of equity that is frequently ignored as to
whether in taxing undistributed income currently, foreign losses
would be netted with foreign income within the same controlled
group to determine how much tax was owed by the U.S. shareholders.
Indeed, rather than merely netting foreign losses against foreign gains
and imputing net income to U.S. shareholders, should not 6verall
foreign losses of foreign subsidiaries be deductible against U.S. source
ing $26 were taxed when distributed to shareholders, at say 35 percent, the result would
be an effective tax rate on distributed corporate income of 83 percent.
6. Estimated 1976 revenue gains from taxing the undistributed earnings of U.S.
controlled-foreign corporations may be in the neighborhood of $1.2 billion if losses of
controlled corporations are not netted against the profits. If the losses are netted
against the profits, the gain would be reduced to approximately $365 million (Preliminary Treasury estimates). (These figures assume that gross-up would be required for
dividends from less developed country corporations.) There is also the strong possibility that corporate operations would be re-arranged so that additional foreign taxes are
paid to foreign governments and the U.S. revenue gain reduced by the resulting foreign
tax credits.
7. Fiscal 1976 corporation income taxes were estimated at $47.7 billion. Budget
of the United States Government, fiscal year 1976, at 55.
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income, just as undistributed income would be taxable? This step,
however, would place the U.S. revenue base at a greater risk of adverse international economic developments. 8
Current taxation of undistributed earnings would impose a major
administrative burden on the I.R.S., since it would be required to
audit the returns of thousands of controlled foreign corporations on a
current basis.'
Finally, proposals to apply U.S. income taxes to the undistributed income of all U.S.-controlled foreign corporations would undoubtedly lead in time to greater efforts to avoid U.S. control status
("decontrol") and operate in joint venture form abroad. It would
simply not be possible to tax U.S. shareholders on the undistributed
earnings where there was no U.S. control. A significant number of
U.S. taxpayers would still have a share of foreign earnings not subject
to current U.S. tax.
Despite the practical problems involved, current taxation of undistributed earnings would make sense if a critical national interest
were involved.10 But does this issue in fact have the importance typically assigned to it? What weight should be given to the advantage
8. This would also be true if rather than imputing foreign earnings to the controlling U.S. shareholders, foreign corporations were required to file consolidated returns
with their U.S. parent (for example, to obtain a foreign tax credit).
9. Some of these same administrative problems exist today. The practical problem of audit and administration is a matter of degree. Thus, U.S. controlled foreign
subsidiaries are required to file annual information returns reporting income data
under U.S. tax accounting standards. When dividends are paid, the earnings computation and the foreign tax credits claimed must be reported according to U.S. rules.
There is, of course, some discretion as to the timing of such payments. It is not a
question of sustaining a U.S. tax liability under all circumstances each year.
The Subpart F tax haven rules impose a requirement that controlled foreign
corporations determine the relative percentage of Subpart F income they may have, if
any. The reduction of the de minimis safe-haven to permit only 10 percent of a controlled foreign corporation's gross income to be tax haven income makes this an important calculation and will increase the importance of precision in the calculations on
information returns by controlled foreign corporations. On the other hand, these
imputation-of-income rules involve certain defined categories of income. The rules
become a deterrent to the creation or operation of an organizational structure producing tax haven income and hence efforts will be made not to produce such income and
current U.S. taxation will not occur.
10. If foreign earnings were taxed currently, domestic exporters could not contend
that they are being discriminated against. From a structural standpoint also there are
some advantages in consolidation of foreign and domestic earnings. There would be
somewhat less pressure on our arm's-length allocation rules and the administration of
non-recognition provisions of the Code on transfers and reorganizations involving U.S.
shareholders and foreign corporations. On the other hand, the major problem of allocation of expenses between United States and foreign source income for tax credit purposes would remain.
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of deferral? As a practical matter, foreign tax rates are in fact quite
high in the aggregate, particularly where withholding taxes imposed
on dividend distributions are included."
Total U.S. revenue from taxing all foreign source income of U.S.
corporations in 1972 was approximately $1.2 billion when U.S. controlled foreign corporations distributed more than 50 percent of their
earnings. However, of the revenue collected, only an insignificant
part was received from U.S. tax imposed on foreign dividend distributions, since those distributions in most instances carried a credit for
foreign taxes already imposed equal to or in excess of the U.S. corporation's income tax. On total taxable earnings for that year of $14.5
billion, U.S. controlled foreign corporations paid some $6.7 billion in
foreign corporate income tax, for a 46 percent foreign income tax rate.
(The net U.S. tax revenue was basically on service fees, royalties,
interest payments and export income.)
Current taxation of all earnings would adversely affect some investment, such as tax-free U.S. controlled foreign flag shipping, and
would have some impact on specific operations, but would probably
not be a major deterrent to continued foreign investment. In this
sense, given the foreign tax credit, current taxation would not be the
end of the world for U.S. investment abroad, as some have tended to
suggest, particularly if it were done fairly. On the other hand, the
considerations enumerated should make us pause before we substaltially rearrange our tax rules in pursuit of a theoretical standard of
domestic neutrality and a kind of legislative tidiness.
C. Recent and Prospective Changes
The net balance of present tax rules and likely further changes
already represent a shift in favor of domestic rather than foreign
investment. If there is a "tilt" in our tax system it is in favor of
domestic investment. Our accelerated depreciation rules are more
favorable for domestic investment. The DISC reduces tax revenues
over $1 billion a year for exports if the production is located in the
United States, and the investment credit, as further increased this
year, reduces U.S. taxes in 1976 by some $8.7 billion for investment
in capital assets used in the United States. We should compare this
with the $365 million that would be obtained from changing our rules
to tax the undistributed earnings of U.S. controlled affiliates currently. Deferral is "permanent" for only a portion of foreign earnings
and is simply a postponement of U.S. taxation on the rest. This is
an imperfect offset to major incentives for investment in the U.S.
11. We should note, conversely, that there are many instances where our effective
domestic tax rates fall below 48 percent on domestic income.
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Indeed, when one looks at the specific reform provisions that are
being proposed, there is little neutrality in them-foreign losses of
subsidiaries would not be netted against taxable gains, the investment credit and ADR (accelerated depreciation rules) do not apply
to foreign investment, and consolidated returns for subsidiaries
generally are not allowed.
The preceding analysis does not mean, however, that some
changes are not overdue or that the foreign area should not be subject
to careful review. The Congress has already acted this year to tighten
substantially the tax haven rules first enacted in 1962 and to affect
significantly the taxation of foreign oil operations of United States
enterprises.
The Tax Reduction Act of 1975 eliminated a provision called
"minimum distributions" which permitted United States companies
with foreign operations to average their foreign tax rates to shelter a
portion of foreign source tax haven income from current taxation.
U.S. corporations were also entitled to have up to 30 percent of the
gross income of a controlled foreign subsidiary in the form of tax
haven income before any of the tax haven income became subject to
current U.S. taxation. This amount was reduced to a de minimis 10
percent of gross income. In addition, a minor provision permitting the
reinvestment of tax haven income in so called "less developed country corporations" was repealed and foreign profits of U.S. controlled
foreign flag shipping corporations, which are largely untaxed
throughout the world, will henceforth be treated as tax haven income
unless reinvested in shipping assets by the controlled foreign corporations.
In addition, the oil income of U.S. companies must now be computed on an overall tax credit limitation with a limitation on the
maximum amount of tax paid to foreign oil producing countries that
is currently creditable or will be so in future years. Rules were also
adopted to recapture overall foreign losses currently deducted against
United States income by reducing foreign tax credits claimed in later
years when the foreign operations become profitable.
D. What Might We Anticipate?
Foreign Tax Credit. One can anticipate that the tax credit will
be continued as a fundamental element of U.S. tax policy. It is possible, however, that its application may be limited in some respects
and the computation of the credit further fragmented among different types of income.'" The possibilities include:
12. Separate computations of the tax credit must now be made with respect to
interest income, DISC dividends, and income from mineral products subject to percentage depletion.
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(a) Review of the present per-country and overall methods of computing the tax credit limitation. Taxpayers today have a choice of treating their foreign income and tax credits on a country by country basis or
aggregating the total foreign income and credits. The former permits
undiluted tax credits for income from high tax countries while losses from
other countries may be deducted against U.S. source income. The overall
method permits the averaging effect of foreign taxes imposed in a country
with taxes higher than the U.S. with low taxed foreign income to shelter
the latter from U.S. taxation. The Congress may determine that taxpayers should have only one method of computing the tax, for example,
under the per-country limitation (perhaps with a recapture rule for foreign losses against United States income)" or an overall tax credit limitation. At one time, the tax credit was applied by computing the credit
under both methods and the taxpayer was limited to the method resulting in the lower credit under the two methods;
(b) a separate limitation of the credit for capital gains income, which
is taxed at a lower rate by the United States than ordinary income;
(c) a requirement that dividends from less developed country corporations be calculated in the same manner as those from developed countries. At the present time LDC dividends need not be grossed-up for U.S.
tax by the amount of foreign tax that was paid on them-an advantage
or not, depending on the foreign tax rate;
(d) a broadening of loss recapture rules applied this year to foreign
losses on oil exploration and drilling deductions taken against United
States income but followed by credits for foreign taxes on the profits in
subsequent years; heretofore the United States has borne the losses as a
reduction of U.S. income and foreign governments have collected all of
the tax when the operations become profitable.

Deferral. It is difficult to predict whether the deferral will be
modified. The substantial tightening of the Subpart F tax haven rules
this year, which will raise in excess of $225 million in 1976, may
satisfy the goal of increased tax equity. The fact remains, however,
that in a number of countries tax holidays are given for the establishment of manufacturing facilities. (Indeed this practice is followed
13. Adoption of an effective per-country limitation would require a significant
change in the United States source of income rules. As was recognized when the overall limitation was adopted in 1960, the averaging effect of foreign income and taxes
can be obtained by incorporating a foreign holding company into which all foreign
income flows. Under present rules, dividends paid by the holding company are considered to have their source in the country in which the foreign corporation is incorporated
and all foreign income taxes paid are considered to be income taxes imposed by that
country for tax credit purposes. Our source rules, including the passage of title test on
the sale of goods, would create complex tracing problems if taxpayers were required
to determine the country source of income for every transaction, particularly through
tiers of corporations. In theory, this problem now exists for a branch operation that is
on the per-country method, but most U.S. operations abroad are in subsidiaries. To
reduce the potential complexity, it might be necessary to adopt a rule that attributed
income to a foreign country if the income is "effectively connected" with an establishment in that country rather than depending on source rules. All of the consequences
of such a modification in the tax structure could not be clearly foreseen in advance.
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under the tax laws of some of our states and possessions.) Some
highly visible industries have moved into these areas combining tax
advantages and low labor costs. This remains the single most politically significant aspect of international corporate tax practices."
There are arguments that such incentives are not of major significance, that they phase themselves out over time, that the same result
can be obtained by non-tax measures, and that if U.S. companies do
not take advahtage of them, multinational enterprises of other nations will, both to compete in the domestic U.S. market and to displace U.S. exports. All of this may be more or less correct, but it is
difficult for a Congressman to explain to his constituents who have
just seen a typewriter or electronics plant close down in his district
while production is continued'in a foreign country.
Investment Incentives. There are understandable domestic policy reasons for a country to encourage captial investment in depressed
areas. Incentives to overcome the costs of doing business in such areas
may take the form of tax and non-tax measures. The United States
tax system generally permits U.S. companies to take advantage of
such provisions by incorporation abroad. In many instances the economic progress of these areas will ultimately result in the phasing out
of the development incentives. However, the existence in one country
of subsidies that may attract investment away from another country
is an inherently destabilizing element in relations among countries.
All capital exporting countries have some interest in the effect of such
incentives on their own industries and domestic jobs, and it would be
desirable to have some ground rules concerning such economic aids.
Indeed the Treaty of Rome calls for the development of standards for
14. In 1973 the Treasury Department proposed that termination of deferral might
be imposed (a) in those cases in which foreign countries provided tax holidays for
manufacturing and (b) in the case of United States controlled investments in countries
with low taxes where a substantial portion of the production of the foreign investment
was exported to the United States. The Treasury suggested that exceptions could be
made by treaty.
The 1973 Tariff Commission report to the Senate Finance Committee found that:
Although foreign direct investment by the "runaway firm" which is
interested principally in evading high production costs in the United
States, represents but a small proportion of total U.S. direct investment
overseas, it is common enough to have raised important social questions-especially for labor in the affected industries. Two essential characteristics delineate the kinds of industries in which developments of this
sort are likely to occur: (1) the industries are generally labor-intensive
ones in which labor costs represent a high proportion of the value of
output; and (2) foreign investment to serve foreign markets is minimal
(most or all of the output produced abroad being returned for sale in the
U.S. market).
See supra note 4, at 115-16.

1975

LEGISLATIVE AND TREATY ISSUES

such economic aids within
the member countries of the European
5
Economic Community.1
Special Status Provisions. In addition to a continuing Congressional review of basic U.S. tax rules is the likelihood that certain
special provisions of the Internal Revenue Code will be repealed or
substantially modified. These areas include specifically:
(a) Western Hemisphere Trade Corporations.Domestic corporations
taxed at a lower rate than our ordinary corporate tax rate have arguably
reached the end of the road as part of our tax structure. Originally heavily
involved in foreign mining ventures and later including export operations,
Western Hemisphere Trade Corporations have been declining in use in
view of increased foreign tax rates, foreign expropriations and alternative
methods of doing business. At the end of the 1974 session, the Ways and
Means Committee reported a bill that would have phased them out.
(b) Sections 911 and 912. Section 911, which provides an earned
income exclusion for non-governmental employees overseas, and Section
912, which provides an exemption for certain government allowances
overseas. The bill reported out by the Ways and Means Committee in
1974 contained provisions that would phase out those sections. The
Treasury Department has been reviewing with the Joint Committee Staff
the question of whether there are special costs incurred in foreign employment that would merit statutory deductions if the Congress repeals these
exemptions.
(c) Less Developed Country Corporations. In addition to the likelihood that dividends from LDC corporations will bear a tax credit under
the same mechanics applicable to corporations operating in developed
countries, the statutory concept of distinguishing between developed and
less developed countries for limited tax purposes may be removed from
the Code.
(d) DISC. In the form of DISC (Domestic International Sales Corporation) provisions, the 1971 Revenue Act placed a substantial United
States export incentive in the Code. A flexible exchange rate system and

15. Article 92 of the Treaty of Rome states that any aid granted by a member of
the European Economic Community in any form which "distorts or threatens to distort
competition by favoring certain undertakings or the production of certain goods" is
incompatible with the Common Market "insofar as it affects trade between Member
States." Certain aids "may be" considered to be compatible with the Common Market. These include:
(a) aid intended to promote the economic development of regions
where the standard of living is abnormally low or where there is serious
underemployment;
(b) aid intended to promote the execution of an important project of
common European interest to remedy serious disturbance in the economy
of a Member State;
(c) aid intended to facilitate the development of certain economic
activities or of certain economic regions, where such aid does not adversely affect trading conditions to an extent contrary to the common
interest .. .;
(d) such other categories of aid as may be specified by the Council
by qualified majority decision on a proposal from the Commission.
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a substantial realignment of the U.S. dollar reduce the need for special
export and balance of payments measures. A number of economists now
argue that DISC is no longer appropriate. (This analysis also applies to
weaken the argument that we should increase U.S. taxes on U.S.
a
investments abroad.)

There are a number of conflicting arguments and unsettled questions concerning export policies. Unlike the U.S., most foreign countries do not tax the profits of intermediary foreign selling subsidiaries."7 To what extent should DISC and foreign export laws be considered together as a subject for multilateral negotiations? Are we assured that a truly flexible exchange rate system will continue and
what assumptions should we make about its nature and effect?
To what extent does a continuously devaluing dollar result in a
worsening of our ability to import in real terms and permit other
countries to purchase U.S. goods at a bargain? It is argued that
optimum exports under a system of flexible exchange rates can be
16. If "floating," "flexible," or "managed" exchange rates mean that we need not
reduce our corporate tax burden on exports in order to be more competitive, the same
reasoning suggests that we need not increase our taxes on U.S. investment abroad,
since exchange equilibrium levels will adjust for any tax incentives given to encourage
investment exports.
17. Most developed countries do not tax the undistributed earnings of foreign
subsidiaries. Whether a corporation is foreign or not may depend upon the place of
incorporation (as in the United States) or upon the place where management and
control is exercised (the United Kingdom). Since enactment of the tax haven income
provisions of the Revenue Act of 1962 in the United States, only Canada and West
Germany have enacted provisions influenced by that legislation. Both are somewhat
less stringent. The Canadian legislation is limited to the current taxation of passive
investment income and royalties accumulated in a foreign holding company controlled
by Canadians. It does not apply to sales or service income. Canada in fact has very
liberal rules on the tax free return of income from a controlled foreign operating company. Originally by statute, and now by treaty, if more than 25 percent of the stock of
a foreign affiliate is Canadian owned then dividends distributed by the affiliate are
tax free in Canada without regard to taxes imposed in the foreign country.
In the case of Germany, provisions dealing with the current taxation of passive
income and of the income of foreign sales subsidiaries were introduced by the German
Government. Upon final enactment, the selling company income rules were made
applicable only in the case of sales of German exports (and not, for example, on sales
by a controlled foreign manufacturing subsidiary into another country through a tax
haven) and the rule was made applicable only where there was no economic substance
in the foreign selling subsidiary.
It is not unusual in some foreign tax systems (e.g., France) to exempt foreign
source income both in the form of dividends from foreign affiliates and also branch
profits (where there is a full cycle of economic activities in a foreign branch). While
suggestions are made from time to time that the United States should adopt an exemption system, it is highly unlikely that there would be acceptance in the Congress of
the principle that United States taxpayers could remain wholly tax free on their income merely by operating abroad, even though an exclusion of both foreign income and
deductions might not represent a significant revenue loss.
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obtained only if U.S. firms respond to changing rates. It is doubtful
that we export at such an optimum rate. It is estimated that 92
percent of U.S. manufacturing firms have no regular export business.
The United States exports about 14 percent of the total goods produced domestically as compared with 32 percent for France, 33.6
percent for Japan, 37.8 percent for Germany, 51.3 percent for the
United Kingdom, and 73.8 percent for Canada. Finally, as a matter
of tax structure, if deferral is retained for foreign manufacturing,
should export profits be taxed in all cases at the U.S. rate, or is this
again, like the termination of deferral, largely a question of conceptual tidiness?
IV. THE TAX/TRADE CONTEXT
The action taken to date and the most likely further changes do
not represent a massive assault on foreign investment or real impediments for conducting international business such as would occur from
repeal of the foreign tax credit. This being said, there remains genuine concern about the relative advantages of foreign and domestic
investment. What can we propose to meet those concerns?
I began by referring to the emphasis placed in recent years on our
tax structure as a factor in investment decisions. This approach is
found in a number of proposals, the best known being the
Burke/Hartke bill introduced in 1971. Although it dealt with trade
matters, it emphasized taxes as having an equal or greater impact
than trade rules on foreign investment. These views are echoed in
statements today.
This emphasis on the tax structure is not a reasonable perspective as evidenced by events. Changes in international monetary policy, eliminating the trading burden of an over-valued U.S. dollar,
have had a vastly greater effect on U.S. exports than could be obtained through changes in our tax laws. Two successive dollar devaluations made it possible for U.S. exports to share in a world-wide
explosion of trade. U.S. exports, which had been increasing for several years at about an 8 percent rate, increased 13 percent in 1972,
44 percent in 1973, and by 38 percent in 1974. Meanwhile U.S. enterprises no longer have the prospect of buying up foreign subsidiaries
with over-valued U.S. dollars.
United States strategy in maintaining domestic investment and
in exporting should rely primarily upon the development and improvement of international trading rules, and not upon unilateral
changes in our income tax laws. We have our own dumping and
countervailing duty laws, strengthened by the Trade Act of 1974, and
we are participants in the General Agreement on Tariffs and Trade
and the multilateral trade negotiations that are now underway.

16

JOURNAL OF INTERNATIONAL LAW AND POLICY

VOL. 5:1

With respect to imports, it is our trade laws and not our tax laws
that can provide an even-handed approach to products manufactured
outside the United States whether by U.S. controlled foreign corporations or by foreign controlled foreign corporations. Our countervailing
duty laws may be invoked to counter foreign tax incentives applied
to exports to the United States regardless of where manufactured or
by whom. The Trade Act of 1974 specifically directed the President
to seek reform of the GATT or to negotiate other agreements to promote a fair economic system, including "any revisions necessary to
define acceptable forms of subsidies to industries producing products
for export and to attract foreign investment." The right of access to
our markets should be developed as a bargaining element in securing
fair rules.
V. FOREIGN INVESTMENT IN THE UNITED STATES
The United States should continue to maintain an open investment policy. For the same reasons that we desire domestic investment by U.S. industry, we should maximize the ability of foreign
investors to place their investments in the United States. Shakespearian advice notwithstanding, we are both a lender and a borrower
and we should promote the development of and participate in international capital markets.
The tax element here is important, but again should be placed
in perspective. Whether we are talking about U.S. investors or foreign
investors, a stable climate for investment, including productive
labor, reasonable costs of capital, and moderate inflation rates is
ultimately more conducive than other factors to investment decisions
favoring the United States.
VI. TREATY POLICY
Implications for tax treaty policy flow from the foregoing analysis.
1. Artificial tax incentives for U.S. investments abroad are inappropriate by treaty. For a number of years, less developed countries
have sought to obtain tax concessions from the United States in the
form of "tax sparing," so that even if the foreign country does not
impose its income tax on local investment, the United States would
give a credit for the hypothetical foreign taxes that were "spared."
The Senate rejected such treaty provisions. Our present tax system
does permit U.S. companies to reinvest funds used in the business
abroad until they are repatriated. This prevents outright frustration
of limited tax incentives offered by developing countries while insuring ultimate U.S. taxation of distributed profits. If the Congress
moves to the general taxation of undistributed foreign earnings of
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U.S. controlled foreign corporations, consideration should be given to
authorizing negotiated treaty exceptions for developing countries.
Otherwise, given the tax benefits now available only for U.S. investment, we could create a tax disadvantage to investing and developing countries.
2. Our tax treaties must insist upon proper allocation of income
and expenses between U.S. companies and their foreign branches or
affiliates so that each country receives its fair share of revenues and
permits reasonable deductions.
3. We believe strongly in the treaty principle of nondiscrimination for foreign investors and for our investors abroad. This is of
particular importance in reviewing the changes in the laws of a number of developed countries to integrate their corporate and shareholder taxes. As a matter of long range policy we do not believe that
these provisions should be adopted to discriminate against foreign
investors.
4. In the past our tax treaties have tended to be negotiated apart
from other economic consultations and arrangements. Recently, however, there has been a trend toward establishing joint economic working groups with other countries, and our tax treaties should be seen
as merely one more tool in the context of overall cooperation in an
interdependent world. The tax treaties provide advantages for the
United States as well as for our trading partners in determining a fair
allocation of income and deductions and in providing a mechanism
to exchange information and to resolve the tax problems of enterprises conducting business in both countries. Our treaties should be
negotiated in the light of our desire to expand commerce with other
countries and to assure fair treatment on both sides.
VII. CONCLUSION
In the 1930's, during the economic depression in this country,
efforts were made to impose greater tax burdens on the foreign investments of U.S. companies."8 Then, as now, advantages through differ18. See e.g., SUBCOMMITTEE OF THE COMMrrrEE ON WAYS AND MEANs, 73D CONG.,
2D SESS., PRELIMINARY REPORT RELATIVE To METHODS OF PREVENTING THE AVOIDANCE AND
EVASION OF THE INTERNAL REVENUE LAWS TOGErHER wrTr

SUGGESTIONS FOR THE SIMPLIFI-

CATION AND IMPROVEMENT THEREOF 9-10 (Comm. Print. 1933).

Your subcommittee recommends complete elimination of the provision of the present law (sec. 131, Revenue Act of 1932) allowing foreign
income taxes to be credited against federal income tax. The present provision discriminates in favor of American citizens and domestic corporations doing business abroad as compared with those doing business in this
country.

The recommendation was opposed by then Acting Treasury Secretary Morgenthau. STATEMENT OF THE ACTING SECRETARY OF THE TREASURY REGARDING THE PRELIMINARY REPORT OF A SUBCOMMITTEE ON WAYS AND MEANS,

at 11-12 (1933).
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ences in U.S. and foreign tax structures were cited as an encouragement to foreign investment. These issues were heatedly debated in
1961 and 1962, resulting in the compromise foreign tax haven provisions of the Revenue Act of 1962, recently tightened by the 1975 tax
legislation. The implications of this history seem to me relatively
clear. Going beyond our unilateral review of the U.S. tax structure,
we must encourage a greater focus by the Organization for Economic
Cooperation and Development (OECD) and more broadly based organizations such as the General Agreement on Tariffs and Trade
(GATT) on the harmonization of general principles applicable to the
granting of tax incentives to attract investment and to encourage
exports. The alternative to international standards of conduct is to
witness continued efforts, varying with transitory economic cycles, by
all countries, including the United States, to alter their income tax
laws to encourage exports, to induce domestic investment by foreigners, or to restrain foreign investment by their nationals.

U.S.

TAXATION OF EXPORT OPERATIONS:

A

PRIMER

WILLIAM C. GIFFORD*

Exports play an increasingly important role in the economic welfare of the United States, as petroleum imports rise, inflation continues, and the dollar declines in value vis-a-vis foreign currencies. The
impact of the U.S. tax system on exports would appear to be very
significant, to the point of shaping the corporate structures employed
by most U.S. exporters. This article will survey the aspects of present
U.S. income tax law affecting U.S. export operations, and will focus
on the tax considerations which arise at each stage in the life cycle
of each of the alternative forms for export operations. Thus, the article will consider exporting through a branch of a domestic corporation, a Western Hemisphere Trade Corporation, a "possessions corporation," a Domestic International Sales Corporation, and a controlled
foreign corporation. The article will examine the tax incidents of
formation of each of these vehicles for exporting, the operation
thereof (including transfer pricing), and the repatriation of export
profits.
To give this survey some focus, the article will look at present
law from the point of view of a hypothetical but typical domestic
corporation. We shall suppose that the corporation has been highly
successful in manufacturing and marketing a high-technology product in the United States market, but previously has made only a few
casual sales in foreign markets. Domestically X Corporation, our hypothetical company, might have sold primarily through unrelated
jobbers who performed the marketing function with respect to sales
to all but X's largest customers. The jobbers' commissions averaged
about 10 percent of sales. Gradually, the jobbers have been replaced
by a staff of salesmen working directly with X, who are compensated
on a commission basis at an average rate of about 7 percent of sales.
The average U.S. price for X's product has been $1.00 per unit, but
X now expects to be able to sell a substantial volume to the European
market at an average price of $1.25 per unit. The standard cost (cost
at which the units are carried in X's inventory) averages about $.60.
A prorated share of R & D and general and administrative expenses
would bring the full cost per unit to about $.73. No plant expansion
will be necessary for X to handle the anticipated increased volume
of sales to foreign markets, although X is prepared to expand and/or
reorganize its order processing and supporting functions to the extent
necessary to handle this export business. Having decided to pursue
* Copyright © 1975 by William C. Gifford, Associate Professor, Cornell Law
School; A.B. Dartmouth College; LL.B. Harvard Law School.
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the business of exporting its products, the board of directors of X
might well analyze the relative desirability of each of the following
alternative vehicles for its export business: (1) a branch or a domestic
subsidiary of X; (2) a Western Hemisphere Trade Corporation; (3) a
"possessions corporation"; (4) a Domestic International Sales Corporation; (5) a controlled foreign corporation.

I.

BRANCH OF A DOMESTIC CORPORATION

A. Definition
The term "branch" in this context has no particular technical
meaning in the tax law, but generally refers to operations conducted
by employees or other agents of a corporation outside the country of
incorporation. An office, warehouse, or other supporting facilities
may or may not be involved, although the term does suggest some
type of permanent location.
B. Tax Effects
The U.S. tax consequences of the formation and operation of a
branch are straightforward. Since the branch is not a separate "person," the branch income is subject to the regular U.S. corporate tax
rate under § 11 of the Internal Revenue Code.' Thus, the United
States will tax branch profits at the rate of 22 percent on the first
$25,000 of taxable income of the corporation from all sources, and 48
percent thereafter. Losses of the branch will be directly deductible
from any U.S. or other income of X Corporation. Any profits earned
abroad by a foreign branch may be repatriated to the domestic offices
of the parent company without further U.S. tax consequences. In
short, foreign branch status is irrelevant to the U.S. taxation of a
domestic corporation-the corporation is simply taxed on its worldwide income.
C. PracticalUses
As to whether a foreign branch would be desirable for the conduct of X Corporation's export operations, X will have doubts from
the tax point of view. If X expects losses, perhaps start-up losses in
its first months or years of exporting, it might consider a branch
operation in order to deduct the losses against other income of the
corporation. Losses attributable to depreciation and depletion deductions apparently do make the branch form attractive to the U.S.
corporations engaged in petroleum and other extractive industries
abroad. In other words, the principal tax factor making the branch
form desirable is the ability to use foreign losses to offset other income
1. For 1975 only, Public Law 94-12 reduces the corporate tax rate to 20 percent
on the first $25,000 of taxable income, 22 percent on the next $25,000, and imposes
the regular 48 percent rate on the balance. Unless otherwise indicated, all section
references are to the INTERNAL REVENUE CODE OF 1954 as amended.
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of a corporation, but this does not appear to be part of X's situation.
In passing, several non-tax factors affecting the choice of the
branch form might be noted. In the first place, determination of the
income attributable to a branch by the foreign jurisdiction where the
branch is located may presept problems. For example, the foreign
country might demand extensive data with respect to operating results for all of X Corporation, in order to determine the income taxable to a branch which constituted a "permanent establishment"
under an applicable U.S. income tax treaty, or the amount of income
taxable under provisions of foreign laws analagous to the "effectively
connected" provisions of §§ 881-82. More generally, a branch in a
foreign country may subject all the assets of the domestic corporation
to the jurisdiction of foreign courts. It should be noted in this connection that the United States itself has been quite aggressive in asserting jurisdiction across national boundaries. United States v. First
National City Bank2 shows how far U.S. courts have gone in asserting
this jurisdiction. In that case, the Supreme Court upheld a district
court injunction freezing the account of a foreign corporation in the
Montevideo branch of First National City Bank, pending resolution
of certain U.S. tax claims against the corporation. The Application
of Chase Manhattan Bank3 shows that there are some limits to this
process, however. Chase holds that the United States courts will not
compel a domestic corporation to take illegal action abroad, in that
case to comply with a grand jury's subpoena of records of the bank's
Panama branch. These cases demonstrate an analogy for present
purposes-most foreign countries do or can go just as far as the
United States in asserting jurisdiction. This situation may go far to
explain the writer's experience in practice, to the effect that general
counsel for a U.S. industrial corporation seldom if ever let their corporation have a foreign branch. Counsel avoid "doing business
abroad" at almost all costs.
One question which naturally follows is what to do then, if a
foreign branch should be desirable from the U.S. tax point of view.
The obvious solution would seem to be to use a domestic subsidiary
to conduct a branch operation. The U.S. parent corporation could file
a consolidated U.S. income tax return with the subsidiary and get
about the same U.S. tax results as if the corporation itself had formed
a branch. In a consolidated return, the incomes of the parent corporation and the 80 percent owned domestic subsidiaries are, in effect,
aggregated and the group treated somewhat like a single taxpayer.
Concerning consolidated returns, one special alternative type of
2. 379 U.S. 378 (1965).
3. 297 F.2d 611 (2d Cir. 1962).
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branch in the consolidated return context should be noted. Under §
1504(d), 100 percent-owned Canadian or Mexican subsidiaries of a
domestic parent corporation can join in a consolidated return, where
the subsidiaries are maintained as foreign corporations "solely for the
purpose of complying with" Canadian or Mexican laws as to "title
and operation of property." 4 Revenue Ruling 71-523 shows that the
Internal Revenue Service construes § 1504(d) rather narrowly.' The
Revenue Ruling holds that a corporation organized in Canada in
order to qualify for a government grant relating to the development
of new and improved products for Canadian markets, including the
acquisition of technical data, inventions, methods and processes from
the development process, does not meet the statutory test.
II.

WESTERN HEMISPHERE TRADE CORPORATIONS

A. Tax Effects
A Western Hemisphere Trade Corporation's (WHTC) principal
U.S. tax attraction is that the corporation is entitled to a special
deduction, under § 922, in an amount equal to 14/48 of the corporation's taxable income. This special deduction thus lowers the maximum effective U.S. tax rate on the earnings of the corporation to 34
percent:
Taxable Income Before Section 922 Deduction
Section 922 Deduction (14/48 x $100)
Taxable Income
U.S. Tax at 48%

$100.00
-29.17
70.83
34.00

In addition, because a WHTC is a domestic corporation and eligible
to join with related corporations in filing a consolidated income tax
return, it is possible for a WHTC to have any operating losses realized
by the corporation offset profits of its consolidated group. The consolidated return alternative available for a WHTC has the further advantage of making it possible to repatriate the earnings of the corporation without further U.S. tax under Treasury Regulation § 150214(a),' which excludes intercorporate dividends from gross income in
the consolidated return context. In any case, dividends from a

WHTC would be eligible for the dividends-received deduction of 85
percent of the amount of the dividends itself, under § 243, so that the
maximum effective U.S. tax rate on such dividends would be 7.2

percent. A corporate shareholder which controlled 80 percent or more
of the stock of a WHTC might also repatriate the WHTC's earnings
in a liquidation tax-free under § 332.
B. Definition
The principal definitional requirements for a WHTC are four in
4. INr. Rzv. CODE OF 1954, § 1504(d).
5. Rev. Rul. 71-523, 1971-2 CUM. BuLL. 326.
6. Treas. Reg. § 1.1502.14(a) (1966).
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number: (1) a domestic corporation; (2) all of whose business (other
than incidental purchases) is done in countries of North, Central or
South America or the West Indies; (3) 95 percent of whose gross
income is derived from sources without the United States; (4) 90
percent of whose gross income is derived from the active conduct of
a trade or business.
1. Domestic Corporation
Our hypothetical client, X Corporation, can easily meet the requirement that a WHTC must be a "domestic" corporation. Section
7701(a)(4) says that the term "domestic" in this context means "created or organized in the United States or under the law of the United
States or of any State" while the apparent distinction in the statute
between corporations "organized in" as compared with "under the
law of' the United States or the states is an interesting one, the
disjunctive structure of the definition makes clear that our client can
simply form a corporation under the law of any state, such as Delaware, and meet the "domestic" requirement. Incidentally, the domestic status of the corporation makes it possible to organize the
corporation tax-free under § 351 or liquidate it under § 332 without
the requirement of an advance ruling under § 367.
2. Western Hemisphere Business
The requirement that all business other than incidental purchases be done in Western Hemisphere countries (including the
United States) may or may not prove to be a problem for our hypothetical client. Treasury Regulation § 1.921-11 takes the position that
"incidental" means "minor" in relation to the entire business of the
operation or "non-recurring or unusual in character," and goes on to
provide a safe haven for any corporation whose aggregate purchases
do not exceed 5 percent of the corporation's gross receipts from all
sources for the taxable year. The case law, notably Topps of Canada,
Ltd.,' upholds the validity of this definition and specifically rejects
the argument that "incidental" refers to purchases "incident to" the
corporation's business. In the Topps case, purchases of merchandise
outside the Western Hemisphere in excess of 34 percent of the corporation's gross receipts were held not to be "incidental." On the other
hand, the Court of Claims approved purchases of components manufactured in Europe which represented as much as 16.9 percent of the
corporation's gross receipts in Otis Elevator Co. v. United States.,
Neither the statute nor the regulations give any guidance as to the
standards for determining where purchases occur. In Topps the Tax
7. Treas. Reg. § 1.921-1 (1960).
8. 36 T.C. 326 (1961).
9. 356 F.2d 157 (Ct. C1. 1966).
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Court apparently assumed that the place of purchase is where title
to the buyer passes, since the suspect purchases in that case involved
goods originating in Hong Kong, which were sold f.o.b. Hong Kong
and c.&f. New York. A cautious taxpayer, however, might not be
willing to rely on mere title passage instead of a source test, for
determination of the place of purchase, in the absence of further
authority on this point.
Looking down the distribution chain envisioned for our hypothetical export operation, instead of up the production chain to the
source of purchases, we encounter a further problem with the requirement that all business must be done in Western Hemisphere countries. A WHTC cannot have salesmen plying the European continent
or other markets outside the Western Hemisphere. Perhaps the marketing job can be performed by unrelated distributors or commission
agents whose activity will not be ascribed to the WHTC. Treasury
Regulation § 1.921.110 does make clear that mere retention of title to
goods sold in England until the acceptance of the bill of lading and
draft solely in order to insure collection, will not cause a corporation
to be considered as carrying on business outside the Western Hemisphere. This section of the regulations, thus, seems to approve
limited "incidental" economic contact outside the Western Hemisphere, even where "purchases" are not involved.
3. Income From Sources Without the United States
A WHTC engaged in export operations can meet the requirement
that 95 percent or more of its gross income be derived from sources
without the United States easily if the WHTC has reasonable latitude in formulating the terms of its contracts of sale. This is so
because the rules of the Code governing the geographical source of
income derived from the purchase and sale of personal property are
both relatively straightforward and relatively easy to manipulate in
order to produce foreign source income. In effect, §§ 861(a)(6) and
862 (a) (6) provide that the source of income derived from the purchase
and sale of personal property is the place where the sale is made. The
cases hold that a "sale without the United States" is one in which
title to the property passes outside the United States. This in turn is
not controlled merely by the terms of sale, such as f.o.b., f.a.s., c.i.f.,
or c.&f., but by any explicit provision of the underlying contract of
sale as to where title shall pass and by the intention of the parties.
The price terms may, however, raise a presumption as to where title
was intended to pass in the absence of an explicit provision in the
contract of sale.
Treasury Regulation § 1.861-7(c) provides that, "where bare
10. Supra note 7.

1975

TAXATION OF EXPORT OPERATIONS

legal title is retained by the seller, the sale will be deemed to have
occured at the time and place of passage to the buyer of beneficial
ownership and the risk of loss."" This section of the regulations further provides that, in any case in which the sale transaction is arranged for the primary purpose of tax avoidance, mere title passage
will not control, but "all factors of the transaction, such as negotiations, the execution of the agreement, the location of the property,
and the place of payment will be considered"'" in determining where
the substance of the sale occurred. Nevertheless, A.P. Green Export
Co. v. United States'3 held that certain sales generated foreign source
income where the terms were "f.o.b. factory" in the United States
and shipment was by public carrier under a straight bill of lading
with the buyer named as consignee, because the contract provided
title would pass outside the United States. Recently, the Internal
Revenue Service announced that it would follow the holding in this
case." It should be noted that § 2-401 of the Uniform Commercial
Code' 5 seems to leave parties to a sale completely free to agree on
when and where title to goods shall pass. Rather than rely on mere
title passage, however, careful lawyers will certainly wish to determine a business purpose for a WHTC's retention of title until delivery
of the goods at foreign destinations, for example, control of the goods
to secure payment of the price and availability of U.S. insurance in
the transit period. Furthermore, a WHTC may be well advised to
make all of its contracts in the form of "offers" which are accepted
abroad by the customer. At the very least, in the absence of a strong
trade practice to the contrary, the WHTC will want to specify in the
contract explicitly that title passes abroad and use f.o.b. or f.a.s.
foreign port terms. Our hypothetical exporter, X Corporation, can
easily take these precautions.
4. Active Conduct of Business
The requirement that 90 percent of the corporation's income be
derived from the active conduct of a trade or business is intended to
preclude use of WHTC's to shelter substantial amounts of investment
income. The amount of business "activity" required by the WHTC
itself, however, is minimal. In Frank v. Int'l Canadian Corp.,'" the
Court held that the taxpayer met the active business requirement
even though it had no source of supply, customers, plant, or employee
organization. Instead, the taxpayer simply employed a single person
Treas. Reg. § 1.861-7(c)(1960).
Id.
284 F.2d 383 (Ct. Cl. 1960).
See Rev. Rul. 74-249, 1974 INr. REv. BuLL. No. 21, at 15.
15. UNIFORM COMMERCIAL CODE § 2-401.
16. 308 F.2d 520 (9th Cir. 1962).
11.
12.
13.
14.
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who kept its books and reviewed all paperwork, prepared export declarations and custom papers, handled correspondence, and coordinated instructions received from the buyer and supplier of its products. In addition, the taxpayer paid a management fee of $100 to $200
per month for the assistance and facilities provided by its parent
company, including opening mail, typing orders and processing invoices, and owning shipping containers. There is a lower limit to how
minimal the activity of a WHTC can be, however. In United States
Gypsum Co. v. United States,17 the Court found there was no active
business where the taxpayer corporation performed no services, resolved no problems, incurred no freight charges, and engaged in no
"genuine business activities." The U.S. Gypsum case, however, presents an extreme example. Gypsum rock was mined by a Canadian
subsidiary of a U.S. parent corporation and was brought by the subsidiary to a loading dock for shipment. As the gypsum rock crossed
the dock, the subsidary attempting to qualify as a WHTC took title
to the rock and owned it only momentarily, while the rock fell from
a conveyor on the dock into the hold of an ore-carrying vessel owned
by the U.S. parent company. The Court held that this momentary
ownership of rock was insufficient to constitute the conduct of an
active trade or business, in large part because the taxpayer company's purchase of goods did not involve any concomitant risk of
resale.
Distinguishing the U.S. Gypsum situation from the proposed
exports to Europe by an export subsidiary of X Corporation would not
seem to be difficult at all. Certainly the subsidiary could be given the
risk of resale of the goods it purchases, and the subsidiary could have
contracts with its parent company for the performance of any services
necessary for the various marketing functions, including order processing. The most serious question would seem to arise with respect
to our objective of selling in Europe. That is, would retention of title
to the goods until they reach their European destination be ruled out
by the requirement that all the corporation's business be done in
Western Hemisphere countries? As noted above, the regulations
make clear that shipping of goods outside the Western Hemisphere
and retaining title in order to insure collection of the selling price is
not considered as carrying on business outside the Western Hemisphere, and this was recognized in the legislative history. 8 Bearing
the risks of resale and loss during shipment might make it possible
for our proposed WHTC to qualify as such, provided it arranged for
the performance of substantial business activities by its own employ17. 304 F. Supp. 627 (N.D. Ill. 1969), aff'd, 452 F.2d 445 (7th Cir. 1971).
18. See S. REP. No. 1631, 77th Cong., 2d Sess. (relating to the Revenue Bill of
1942).
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ees or by the parent corporation.
Iml.

"POSSESSIONS CORPORATION"

A. Tax Effects
Section 931 provides that the gross income of a qualifying "possessions corporation" includes only income from U.S. sources and
amounts received in the United States. Section 1504(b)(4) excludes
a possessions corporation from the corporations eligible to join in
filing a consolidated return, however, and §§ 243-46 exclude dividends from a possessions corporation from eligibility for the
dividends-received deduction, so that earnings of a possessions corporation are fully taxable when they are repatriated as dividends. If a
possessions corporation is 80 percent or more owned by a corporation,
however, the accumulated earnings of the possessions corporation
may be repatriated in a tax-free liquidation. Section 367 also presents
no problem at the organizational stage because the corporation must
be a domestic corporation, and § 351 permits a tax-free incorporation
transaction.
B. Definition
In addition to the requirement that the possessions corporation
be domestic, the corporation must meet two definitional tests reminiscent of the WHTC tests. First, more than 80 percent of the gross
income must be derived from sources within Puerto Rico or U.S.
possessions such as the Canal Zone, Guam, American Samoa, and
Wake and Midway Islands. Second, more than 50 percent of the gross
income of the corporation must be derived from the active conduct
of a trade or business in one or more of the possessions.
C. PracticalUses
The definitional requirements probably make possessions corporations unattractive as a vehicle for export operations, apart from
exports to the possessions themselves. For example, although it might
theoretically be possible to write contracts for the sale of goods to
Europe so that title would pass in Puerto Rico, such an arrangement
would seem highly artificial and unrealistic, whether or not the goods
ever arrived in Puerto Rico itself. A practical limitation is that a
possessions corporation might not be able to have salespersons plying
the European marketplace, although § 931 does not contain an explicit requirement that all the corporation's business be done in any
geographic location, as is the case for a WHTC. The statute does
require that 50 percent of the corporation's gross income derive from
the active conduct of business in Puerto Rico or the possessions, and
it is not clear how this percentage is measured.
One further limitation on the use of a possessions corporation for
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exports is that Puerto Rico and the possessions generally impose very
substantial income taxes of their own. Their tax exemptions are generally available only for local manufacturing and other specified activities. Accordingly, while possessions corporations are most useful
and commonly used where the possession gives the corporation a tax
exemption for seven years or more, a possessions corporation would
not seem to be a suitable vehicle for the European exports of our
hypothetical client, X Corporation.

IV.

DOMESTIC INTERNATIONAL SALES CORPORATION

9

A. Tax Effects
A Domestic International Sales Corporation "DISC" is not subject to the corporate income tax. Instead, its shareholders are treated
as having received a dividend each year in an amount equal to about
one-half of the taxable income of the DISC for the year. The tax on
the remaining earnings of the DISC is deferred until those earnings
are actually distributed or the DISC is sold in a taxable transaction.
The earnings of the DISC are thus taxed currently at the rate of only
24 percent, and the deferral of tax on the remaining earnings may
amount to a substantial advantage.
B. Definition
Section 992 imposes several definitional requirements for a domestic corporation to qualify as a DISC. Ninety-five percent or more
of the adjusted basis of the assets of the corporation must be qualified
export assets. Qualified export assets are defined to include export
property (property produced for export in the United States), assets
used in connection with the sale, storage, handling, transportation,
packaging or assembly of export property, indebtedness arising by
reason of sales of export property, reasonable working capital, producer's loans, stock or securities of certain foreign selling subsidiaries,
certain United States agency obligations, and certain temporary deposits.
The second definitional requirement is that ninety-five percent
or more of the gross receipts must consist of qualified export receipts, which in turn include receipts from the sale of export property,
interest on qualified export assets, dividends (including amounts included in gross income under Subpart F), and certain other receipts
not germane to the export plans of our hypothetical client. The statute specifically excludes receipts from the sale of property which will
ultimately be used in the United States, which is subsidized by the
United States, which is required to be purchased from the United
States pursuant to the "Buy American" programs, which is a natural
19. For a related article, see Comment, infra.
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resource or energy product or which has been designated by the President as property in short supply.
The statute further requires that the corporation may not have
more than one class of stock outstanding and that the par or stated
value of the outstanding stock must be at least $2,500 on each day of
the taxable year. Finally, the statute requires the corporation to make
an election to be treated as a DISC.
Early on, the Treasury confirmed the legislative intention that
a DISC need not have the amount of corporate "substance" normally
required for recognition of a corporation as a separate entity for tax
purposes. Revenue Ruling 72-16620 holds that, in addition to meeting
the statutory requirements noted above, a DISC need only have its
own bank account, separate books and records, and a sales franchise
agreement with any related exporter. The ruling specifically holds
that the DISC need have no employees and that a parent manufacturing corporation might solicit orders in its own name and merely
pay the DISC a commission on all qualifying export sales. In short, a
DISC may do nothing beyond the initial organizational paperwork for
its shareholders to reap substantial benefits. While the novelty and
complexity of the DISC legislation may have made its reception a
little slow at first, it is now clear that the DISC legislation offers an
export subsidy several times greater than anticipated by the Congress. The Treasury-OMB tax expenditure budget puts the tax cost
of the DISC provisions at $1,070 million for fiscal 1975 and $1,320
million for fiscal 1976.
C. PracticalUses
How should our hypothetical exporter, X Corporation, take advantage of the DISC provision? In light of the above discussion, the
simplest approach and probably the one most suited for a small manufacturing corporation like X would be to set up a wholly-owned
DISC subsidiary to be compensated on all qualifying export sales on
a commission basis, as illustrated in Example (2) of Rev. Rule 72166.21 Though commission income is not in itself listed among the
qualified export receipts, § 993(0 treats a commission DISC as having received the gross receipts of the parent company on the underlying export transactions. If our DISC performs for a commission, its
principal asset at any time will probably be a "commission
receivable" from the parent company, a qualified export asset because it is an indebtedness arising by reason of sales of export property. Since the principal income of our commission DISC will be the
commissions, the real key to analyzing the benefits held out by the
20. Rev. Rul. 72-166, 1972-1 CuM. BuLL. 220.
21. Id.
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DISC legislation in our situation is to determine how large the commissions may be. Here there is a further relaxation of the traditional
rules regarding the amount of corporate activity required for an entity
to earn income. Section 994 provides artificial inter-company pricing
rules which complement § 482 and supersede it to the extent that
they entitle the DISC to earn an income greater than the § 482 rules
would permit.
D. Special Transfer Pricing Rules
The special § 994 rules permit the DISC to be given commissions
which will produce a taxable income equal to the greater of 4 percent
of the gross receipts on the underlying export sales or 50 percent of
the combined taxable income of the parent manufacturing company
and the DISC on those sales. The DISC may receive additional taxable income in either case in an amount equal to 10 percent of any
"export promotion expenses" incurred by the DISC, although it is
unlikely that our proposed DISC will incur any expenses of its own.
Two important refinements of the § 994 rules are, first, that the
parent manufacturing company may not realize a loss on sales under
the 4 percent rule, although the DISC may be reimbursed for any
losses which it may otherwise suffer under these pricing rules. Second, the pricing rules apply product-by-product. Thus if our exporting company had some high-profit items and some low-profit items,
we could apply the 4 percent rule to the low-profit items, the 50-50
rule of the high-profit items, and leave any losers out completely.
A comparison of the tax costs of exporting directly as compared
with exporting through a mere commission DISC will illustrate the
operation and benefits of the § 994 pricing rules. Assume for now that
our hypothetical exporting company has an unrelated jobber perform
the actual marketing function in Europe for a commission of $.15 per
unit. Sales by the manufacturing company directly to the European
market will therefore produce taxable income of $.37 per unit, on the
basis of a $1.25 selling price minus $.60 cost of goods sold minus $.13
share of overhead minus $.15 jobber's commission. By simply forming
a paper DISC and paying it a commission for each such export transaction, the manufacturing parent company could reduce its current
taxable income on each sale to $.2775, since a DISC which incurred
no expenses of its own could be paid a commission of $.185 per unit
by the parent company under the 50-50 pricing rule. Only one half
of the DISC's commission, or $.0925 per unit, would be currently
taxable back to the shareholder of the DISC as a deemed dividend.
The remaining $.0925 would not be taxed until the DISC distributed
this amount or it was sold or disposed of in a taxable transaction.
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E. Uses for DISC Profits
But what must our DISC do with its commission income? The
proposed regulations make clear that the commission receivable from
the parent manufacturing company cannot be allowed to increase
forever, without payment. The commission receivable arising each
year must be paid within eight-and-one-half months after the end of
the taxable year of the DISC. Accordingly, our hypothetical commission DISC will soon have cash on its hands in an amount that clearly
exceeds the working capital reasonably needed by a corporation
which has no employees and incurs no other expenses. The DISC may
distribute the one half of its income which has already been taxed to
its shareholder currently without further tax consequences. Thus, the
cash which the DISC must invest in a qualified manner will be limited to the remaining one half of the DISC income. The principal type
of investment for such earnings contemplated by the statute seems
to be "producer's loans." The rules regarding both the duration and
amount of these loans, however, are so restrictive and complicated as
to have made producer's loans unattractive, if feasible at all, for most
DISC's. Producer's loans are limited to a five-year term. Other principal limitations are that they may not exceed the borrower's exportrelated assets and the borrower's increase in investment in such assets for the year of the loan. Certain increases in foreign assets and
investments may further restrict the benefits of the producer's loan.
Accordingly, some DISCs have turned to investment in obligations issued or guaranteed by the Export-Import Bank or the Foreign
Credit Insurance Association. One objection to such investments, in
addition to the somewhat unpredictable nature of their availability
is that they represent relatively passive uses for DISC funds which
might be used advantageously by the parent company itself. An alternative use for the funds which accomplishes this latter objective is
for the DISC to purchase from its parent company the accounts receivable which arise on the export transactions in which the DISC
participates as a commision agent. The Treasury's DISC handbook
and the proposed regulations both approve this form of investment.
Purchases of receivables can be particularly attractive. The Internal Revenue Service has ruled privately that interest on such receivables (or discount in the case of receivables purchased at a discount) constitutes a qualified export receipt and will increase the
taxable income of the DISC and the parent company's corresponding
interest deduction, with the net result an increase in the amount of
taxable income sheltered by the DISC rules.
While the mechanics of purchases and collections of a large vol-
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ume of accounts receivable arising on export transactions might present administrative problems, the Internal Revenue Service has issued
private rulings approving purchases of an undivided interest in the
parent company's receivables by a DISC, with the fractional interest
determined by the amount of the DISC's income that must be invested in qualified fashion. These rulings have approved a DISC's
appointment of its parent corporation as its agent for collection of the
purchased receivables, as well as for the reinvestment of all proceeds
of collection in continuing fractional interests in later-acquired receivables. The Service's approval of this scheme is not too surprising,
in view of the fact that a buy-sell DISC, which took title to export
property and then sold it in its own name to the export customers
would automatically receive the same results, because it would hold
the account receivable of each export customer after each sale. It
should be noted that the amount of receivables and their rate of
turnover will provide a limiting factor as to the extent to which the
receivable-purchase strategy may be used by a DISC. This writer's
experience indicates that a three to six year period seems to be contemplated by most DISCs and they are resigned to turning thereafter
to other investment alternatives.
One further type of investment for DISC funds, attractive in
many circumstances, would be the purchase of storage or other facilities used in connection with the export of merchandise from the
United States. Investments of this type by a DISC, however, will be
relatively unattractive in some circumstances owing to the parent's
loss of the investment credit and the reduced benefits from any depreciation taken on such facilities by the DISC.
V.

CONTROLLED FOREIGN CORPORATION

A. HistoricalBackground
Prior to 1963, the traditional foreign market arrangement was for
a U.S. manufacturing company to establish a subsidiary in a low-tax
country such as Switzerland and for the manufacturing company
then to sell all the exports to the subsidiary, which in turn would sell
to local distributors in the various countries of its market. Prior to
1963, the United States imposed no tax on the profits of the foreign
corporation. Section 11 of the Code does impose the corporate income
tax on the taxable income of every corporation, but this is cut back
by §§ 881-82 with respect to foreign corporations, which are taxed
only on their U.S.-connected income. In the case of an export company without any agents or offices in the United States, the United
States would impose no tax on the profits.
1. "Business Purpose" Doctrine
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Although the Internal Revenue Service did not like this corporation structure, its attack was for years limited'to the "meat-ax" approaches of the judicial "business purpose" doctrine and § 269(a).
Under the business purpose doctrine, the courts ignore as a sham any
corporation formed solely for tax avoidance purposes which does not
engage in any business activity. Hay v. Commissioner2 illustrates the
successful application of this doctrine by the Commissioner in blatant tax-avoidance circumstances, but the government's success with
this doctrine in the international area has been confined to just such
cases. In Hay a British subject resident in the United States owned
appreciated stock in a domestic corporation. The individual taxpayer
expatriated himself to the Bahamas. There he organized a Bermuda
company and transferred his appreciated stock to it. The Bermuda
company liquidated the domestic subsidiary a few months later. The
Circuit Court agreed with the Tax Court that the Bermuda company
had no business purpose, but only a tax avoidance purpose, so that
its corporate entity should be disregarded. The application of the
business purpose doctrine in such extreme circumstances, however,
should not deter our hypothetical client from contemplating exporting from the United States. Since an active subsidiary will almost
certainly have a business purpose-such as limiting the liability of
its shareholder, creating a foreign identity, etc.-the business purpose doctrine should not present any problem for our hypothetical
client's proposed marketing subsidiary.
2. Section 269
The opinion in Siegel,2" illustrates a somewhat more refined attack on a foreign corporation which had the effect of reducing the
current U.S. tax rate on its shareholders. The taxpayer was an individual U.S. citizen who formed a wholly-owned Panamanian corporation for the purpose of participating in a joint venture in Cuba to farm
vegetables. The Commissioner's first argument was that the Panamanian company should be considered a sham. The Tax Court found
that this corporation had sufficient business purposes and/or business
activity in its functions of limiting liability and investing in the joint
venture, so that the corporation should be recognized as a viable
entity. The Commissioner's second attack was under § 269(a)(1),
which empowers the Commissioner to disallow any "allowance" to a
corporation, where any person acquires control thereof for the principal purpose of avoidance of federal income tax by securing the benefits of an allowance which such persons or corporations would not
otherwise enjoy. The Tax Court held that the business reasons for the
22. 145 F.2d 1001 (4th Cir. 1944).
23. 45 T.C. 566 (1966).
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formation of the Panamanian corporation which led to recognition of
its corporate status were sufficient to render § 269 inapplicable and
that, in any event, the Commissioner had not disallowed any "allowance" claimed by the individual shareholder of the Panamanian corporation, so that § 269 was not applicable. While Siegel does not hold
as a matter of law that the Commissioner could not apply § 269 to
deny a foreign corporation the benefits of §§ 881-82, this case went a
long way toward making § 269 an empty threat vis-a-vis the formation of tax haven subsidiaries. Today, it appears that careful lawyers
acknowledge the existence of § 269, do their paperwork carefully,
emphasize plenty of business (and not tax) reasons for the formation
and operation of foreign subsidiaries, and then more or less forget
about § 269. The Service has simply stopped applying § 269 to viable
operating" companies.
B. Subpart F
One explanation for the desuetude of § 269 is fairly obvious. The
Revenue Act of 1962 added Subpart F (§§ 951-64) to the Code, and
one of the principal effects of Subpart F is to subject "tax haven"
earnings of foreign corporations controlled by U.S. persons to current
U.S. taxation. For an illustration of how the detailed provisions of
Subpart F work in a common situation, suppose that our hypothetical
client, X Corporation, decides to form a Swiss subsidiary to do its
European marketing job. The United States will not tax the Swiss
subsidiary directly at all, assuming the subsidiary derives no income
connected with the United States. As a foreign corporation, the subsidiary remains outside the taxing jurisdiction asserted by the Internal Revenue Code with respect to its other income. Under Subpart
F, however, the domestic parent corporation is currently taxable on
the export earnings of the Swiss subsidiary. A guided tour through
the basic provisions of Subpart F affecting export sales will give some
idea of the general operation (and complexity) of those provisions.
Section 951(a)(1)(A)(i) requires a "United States shareholder" of a
"controlled foreign corporation" to include in gross income for each
taxable year the shareholder's pro rata share of the foreign corporation's "Subpart F income" for the year. The proposed Swiss corporation is clearly a "foreign" corporation within the meaning of §
7701(a)(5). The Swiss corporation is a "controlled foreign corporation" under § 957(a) as a foreign corporation of which more than 50
percent of the total combined voting power is owned by "United
States shareholders." The domestic parent company is a "United
States shareholder" within the meaning of § 951(b) because it is a
"United States person" which owns 10 percent or more of the total
combined voting power of all classes of stock entitled to vote of the
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foreign corporation. Sections 957(d) and 7701(a)(30) make clear that
the term "United States person" includes a domestic corporation like
our hypothetical X Corporation. Under § 952(a)(2), the "Subpart F
income" which must be included in the shareholders' gross income
includes "foreign base company income." Sections 954(a)(2) and (d),
in turn, make clear that "foreign base company sales income" means
income derived in connection with the purchase or sale of personal
property from or to a related person, where the property is manufactured and sold for use outside the country under the laws of which
the controlled foreign corporation is organized.
Consequently, purchases of items of personal property by the
Swiss marketing company from X Corporation, its United States
parent company, for sale in Europe outside of Switzerland will generate Subpart F income currently taxable to X Corporation. For example, if the parent corporation sells each unit to a wholly-owned Swiss
marketing subsidiary for one dollar, and the Swiss company sells
them to its European customers for $1.25, the subsidiary's $.25 profit
(assuming no deductible expenses) will all be taxed to the parent
corporation under § 951(a)(1)(A)(i). In short, a controlled foreign
corporation's marketing subsidiary is in itself of no U.S. tax benefit,
since all of its export earnings will be subject to the full 48 percent
U.S. tax in the hands of the parent company.
VI.

COMBINATION STRUCTURES

Having reviewed each of the individual alternative forms for the
conduct of export operations, it seems appropriate to ask at this
juncture whether any combination of these forms can be employed
to improve the tax picture beyond that presented by any individual
vehicle. Since we have ruled out use of a possessions corporation for
our hypothetical client's objective of marketing in Europe, only the
DISC and WHTC themselves offer the possibility of a reduction in
the U.S. tax rate. In this connection, it should be noted that the
proposed DISC regulations would deny DISC benefits to the sale of
any property in which a related WHTC participated, presumably on
the ground that the WHTC benefits represent a "subsidy granted by
the United States" within the meaning of § 993(a)(2)(B).
Unless our hypothetical client is willing to take on the government over its quite arguable interpretation of the latter section, the
only corporate combination left to explore would seem to be a DISC
coupled with a Foreign International Sales Corporation, or "FISC."
That is, if our hypothetical client, X Corporation, forms a whollyowned DISC, the DISC might in turn form a wholly-owned Swiss
marketing corporation which qualified as a FISC. The proposed Swiss
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marketing corporation could easily qualify as a FISC within the
meaning of § 993(e)(1) since its stock would be more than 50 percent
owned by a DISC, its gross receipts and assets would consist of
qualified export receipts and assets. Generally speaking, a FISC is
simply a corporation which would qualify as a DISC but for the fact
that it is foreign. Although the stock ownership of the proposed chain
of corporations would run from a domestic parent manufacturing
company to a wholly-owned DISC to a wholly-owned FISC, the flow
of goods would be more direct. The parent corporation could simply
sell its exports to the Swiss marketing subsidiary, which would in
turn sell to its European customers, and the parent company would
simply compensate the DISC on such sales on the commission basis
described above.
The DISC-FISC chain may have a decided advantage over the
alternative of using only a DISC to do the European marketing job
for our hypothetical client. This is so because the chain set up in
effect concentrates the subsidy effects of the DISC provisions on the
manufacturing segment of the income derived from the exports in
question. The marketing income, which will be earned by the Swiss
selling company, will, to be sure, be Subpart F income includable in
the gross income of the DISC as it is earned under § 951. Under §
993(a)(1)(E), however, this income will be a qualified export receipt
and only half of such income will be included in the income of the
shareholder of the DISC. Thus, only half of the marketing income will
be subject to U.S. tax currently.
Consider again a hypothetical sale at $1.25 to the European customers. If the parent company's transfer price on sales to the Swiss
company is $1.00 and if the marketing expenses of the Swiss company
are $.10 per unit, the Swiss company will derive a net profit (assuming for simplicity no Swiss income taxes) of $.15, which will be included in the taxable income of the DISC. The combined taxable
income of the parent company and the DISC will be $.27-the $1.00
transfer price minus $.60 cost of goods sold minus $.13 overhead,
assuming the DISC incurs no expenses. Under the 50-50 pricing rule
of § 994(a), the parent company will pay the DISC a selling commission of $.135 per unit on the export sales. The total taxable income
of the DISC will thus be $.285-$.135 commission plus $.15 subpart
F income. The deemed dividend from the DISC to its parent company will be $.1425, half of the DISC's taxable income. The parent
company will have to include this amount, plus its manufacturing
income of $.135, or a total of $.2775, in its taxable income for the year
as a result of the manufacture and sale for export of one unit through
the DISC-FISC chain.
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If the same export transaction were handled solely by a DISC
whose functions were expanded to include the European marketing
efforts, a different result would be obtained. The DISC and the parent company would derive combined taxable income on the sale of
one unit of $.42-$1.25 selling price minus $.60 cost of goods sold
minus $.13 overhead expense minus $.10 European selling expense.
The DISC will thus earn, under the 50-50 pricing rule, a commission
of $.22-one half of the combined taxable income of $.42, plus $.01
representing 10 percent of the DISC's export promotion expenses
(assuming all the DISC's expenses qualified as such). The deemed
dividend from the DISC to the parent company will be $.11, one half
of the DISC's taxable income. The parent company will also realize
manufacturing income of $.20 on the sale of each unit, after the
DISC's commission. The total taxable income derived by the parent
company on the sale of each unit will therefore be $.31, substantially
higher than the $.2775 amount currently taxable to the parent company under the DISC-FISC chain.
It is submitted that the DISC-FISC chain will prove to be more
advantageous than a DISC alone in all cases other than those in
which only the 4 percent pricing rule applies for purposes of determining the DISC's commission income. In such a case, the 4 percent
rule has the effect of sheltering the entire manufacturing income,
when the parent company's total profit margin is 4 percent or less.
The extent of the benefits offered by the DISC-FISC chain depend
in large measure on the amount of "marketing income," which the
FISC earns. This depends, in turn, on the level of transfer prices the
parent company is permitted to charge the FISC, taking into account
the requirements of § 482 to the effect that all inter-company transactions must be on an "arm's-length" basis.
VII. INTERCOMPANY PRICING-SECTION 482
A. HistoricalBackground
Section 482 confers broad power upon the Commissioner of Internal Revenue to allocate gross income of commonly controlled corporations in order to put them on a parity with uncontrolled taxpayers:
In any case of two or more organizations, trades, or businesses...
owned or controlled directly or indirectly by the same interests, the...
[Commissioner] may distribute, apportion, or allocate gross income,
deductions, credits, or allowances between or among such organizations,
•

.

. if he determines that such .

.

. allocation is necessary in order to

prevent evasion of taxes or clearly to reflect the income of any of such
organizations, trades, or businesses."'

Beginning with Asiatic Petroleum Co. v. Commissioner 5 the cases
24. INT. REv. CODE OF 1954, § 482.
25. 79 F.2d 234 (2d Cir. 1935), cert. denied, 296 U.S. 645 (1935).
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have consistently held that § 482 permits the Commissioner to allocate profits on the sale of personal property back to the seller, where
necessary to prevent "milking" of the seller's profits by sales at an
artificially low price to a related foreign company not subject to the
full taxing jurisdiction of the United States. Asiatic Petroleum, incidentally, held § 482 constitutional, but the real development of the
law in this area is quite recent. With respect to export operations, of
course, the practical importance of § 482 lies in its impact on transfer
pricing, since the Internal Revenue Service will scrutinize, and possibly adjust the transfer prices on sales by a domestic manufacturing
corporation to a controlled subsidiary which qualifies as a possessions
corporation or as a WHTC or which is a foreign corporation not subject to the taxing jurisdiction of the United States. Only a DISC is
exempt from the rigors of § 482, by virtue of the special pricing rules
in § 994 noted above.
Just what sort of standard does § 482 impose on transfer prices
between related entites? Early case law, such as Polak's Frutal
Works, Inc. ,21 held that transfer prices need only be "fair and reasonable" to withstand allocation under § 482. In Frank v. International
CanadianCorp. 17 the Court reviewed a number of similar standards
and concluded that the "arm's-length" standard contended for by the
Commissioner is not the sole criterion for applying § 482. In fact, the
case held that "reasonable return" was a proper standard for the
District Court to use in appraising transfer prices between a domestic
manufacturing company and a WHTC under § 482. The opinion of
the Court of Claims in Eli Lilly & Co. v. United States" can be read
as holding that the test under § 482 is whether the "results" of the
pricing policy under consideration are "reasonable." Whatever hopes
these cases may have raised, however, US. Gypsum Co. v. United
States,21 flatly rejected. The case rejected the proposition that there
can be "reasonable prices," differing from arm's-length prices, which
clearly reflect the income of controlled taxpayers. Subsequent cases
have continued to uphold the strict arm's-length standard of the §
482 regulations.
B. The 1968 Regulations
Regulations promulgated in 1968 repeat the words "arm'slength" over and over, but give content to the phrase in the context
of sales of personal tangible property between related parties by describing three alternative methods for determining arm's-length
26.
27.
28.
29.

21 T.C. 953 (1954).
308 F.2d 520 (9th Cir. 1962).
372 F.2d 990 (1967).
452 F.2d 445 (7th Cir. 1971).
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prices on such sales. The regulations rank these methods in the order
of preference, so that the first must be applied if it is appropriate,
and so on.
1. Comparable Uncontrolled Price Method
The first method is the "comparable uncontrolled price"
method. Under it, an arm's-length price is simply the price paid in
comparable uncontrolled sales-sales between unrelated persons.
The theory underlying this method is obviously that such sales are
the best evidence of an arm's-length price. Sales are "comparable"
if the physical property and the circumstances of the sale are identical or if it is possible to make a reasonable number of adjustments
to allow for differences which have a definite and reasonably ascertainable effect on price. For example, adjustments might be made to
reflect differences in quality, the terms of sale, intangibles, the time
of sale, the level of the market, or the geographic market involved.
These terms, referred to in the regulations, are not at all self-defining
and, in addition, present problems of quantification. For example,
what determines the geographic market? If our hypothetical manufacturing company makes sales f.o.b. its factory in the United States,
are such sales made in the U.S. market, even though destined ultimately for export markets?
The regulations recognize to a small extent the economic theory
to the effect that, where the markets are separated, a seller should
price to a new market by reference to the marginal costs of selling to
the new market, to the extent that costs are relevant at all in the
formulation of pricing policy. Treasury Regulation § 1.4822(e)(2)(iv)30 recognizes temporary price reductions below full cost to
establish or maintain a market, but the seller has to demonstrate that
it would have sold at that price to an uncontrolled buyer, for example,
by showing that the buyer cut its price or engaged in special promotional activity. In short, where the U.S. manufacturer wants its selling subsidiary to accumulate substantial profits abroad, not to cut
ultimate prices or to incur huge promotional expenses, it is unlikely
that the manufacturer can establish transfer prices by reference to its
marginal costs. It is not clear whether a manufucturer could successfully maintain that unrelated wholesalers would require higher profit
margins early in the life cycle of a product to finance the higher costs
of meeting anticipated competition at a later time and to provide an
adequate rate of return on investments in the long run. The provisions of the regulations dealing with costs simply ignore the rather
typical situation that a new product in a market may require relatively little selling effort at first, but its profit margin will fall rather
30. Treas. Reg. § 1.482-2(e)(2)(iv) (1968).
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quickly as competition pushes the price down and promotional activity increases.
2. Resale Price Method
If there are no comparable uncontrolled sales, the "resale price"
method must be applied if the data for applying it are available, if
the buyer has not added more than an insubstantial amount of value
by physical alteration of the product (other than packaging, labeling,
or minor assembly), or by the use of intangibles. Under this method,
an arm's-length price is equal to the price charged by a related reseller to unrelated customers, reduced by an appropriate mark-up
and adjusted as necessary to take into account any differences between the sales in question and the sales on which the mark-ups are
based. The appropriate mark-up percentage of the resale price is
defined as the gross profit, as a percentage of sales, earned by the
reseller in question or by any other person on the resale of property
purchased and sold in an uncontrolled transaction which is most
similar to the resale in question. Resales need not be identical in
order to be sufficiently similar. The regulations approve mark-up
percentages determined from sales of the same general type of goods,
without the necessity of close physical similarity. Other factors to be
taken into account are the functions performed by the reseller, such
as packaging, delivery, advertising, billing and servicing; intangibles
used by the reseller such as patent, trademarks, and trade names;
and the geographic market where the reseller's functions are performed. In the absence of particular individual resellers who are sufficiently comparable, the regulations permit the use of prevailing
mark-up percentages in the particular industry. This must be
deemed an invitation to use data from statistical sources such as the
Sourcebook of Statisticsof Income, which the Internal Revenue Service publishes annually. If industry statistics like this are used, however, a number of questions arise. For example, should only profitable
("with net income") companies be used or should all ("with and
without income") companies be used? Should the industry as a whole
be used, or should reference be made to assets categories which include companies comparable in size to the taxpayer?
3. Cost-Plus Method
The third method of the regulations is the "cost plus method."
Under it, an arm's-length price is equal to the cost of producing the
property, plus that cost multiplied by an appropriate gross profit
percentage, with any necessary adjustments. Cost of production may
be computed on a full or direct cost basis, as long as it is computed
consistently for the controlled and uncontrolled sales. The appropri-
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ate gross profit percentage is equal to the ratio of gross profits to cost
for the seller or any other person on the uncontrolled sale most similar
to the controlled sale in question. Similarity for this purpose again
turns on the type of property, broadly defined by reference to: the
functions performed by the seller, such as contract manufacturing,
assembly, selling,servicing, or delivery; the intangible property of the
seller associated with the sale, such as patents, trademarks, or trade
names; and the geographic market of the seller. Again, the prevailing
gross profit percentage in the industry may be used if better data are
not available. Perhaps it will be hard to argue that the taxpayer's own
profitability on other sales (if any) is not the best source of a gross
profit percentage. This is particularly true when compared to overall
industry averages, the use of which would seem to give a windfall to
efficient producers while unduly penalizing inefficient producers.
4. "Other" Methods
The foregoing alternatives are not the only possibilities to be
considered in the formulation and evaluation of a pricing policy.
Treasury Regulation § 1.482-1(e)(1)(iii) 3 says that the comparable
uncontrolled price, resale price, or cost-plus method must be used
unless the taxpayer can establish that, considering all facts and circumstances, some other method of pricing is "clearly more appropriate." It may stretch the imagination somewhat to try to conceive of
a situation which would not fit one of the three methods spelled out
in the regulations. Nevertheless, it does seem worthwhile to consider
some candidates for the "fourth method," if for no other reason than
to try to test by triangulation any results obtained under the first
three methods. What candidates are there for a fourth method?
a. Formula Approaches
Cases such as Polak's Frutal Works, 32 Lilly,3 and International
Canadian31 have suggested that the percentage of the combined profits which the manufacturer and selling company each receive is a
relevant, if not controlling, factor. The source of this notion is not
clear, but it may be Treasury Regulation § 1.863-3(b)(2) Example
(2). 5 This regulation provides that, for purposes of determining foreign source income attributable to a foreign marketing branch of a
domestic manufacturing company, the combined taxable income of
the manufacturing and marketing operations should be allocated one
half in proportion to the amount of property within and without the
31.
32.
33.
34.
35.

Treas.
Supra
Supra
Supra
Treas.

Reg.
note
note
note
Reg.

§ 1.482-2(e)(1)(iii) (1968).
26.
28.
27.
§ 1.863-3(b)(2) Example (2) (1960).
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United States and one half in proportion to the amount of sales made
within and without the United States. In a situation where the assets
of the selling company were de minimis this formula suggests by
analogy that a 50-50 split of the profits between a manufacturing
corporation and a marketing corporation would be appropriate. Apart
from the fact that the formula technically only applies for purposes
of determining the geographic source of income-which may in principle be the same as an attempt to determine arm's-length prices
between two separate corporate entities-a profit-splitting approach
may suffer from the fact that unrelated parties bargaining at arm'slength may not bargain by reference to the split of profits. Indeed,
such parties may not even know the amount of the overall profit to
be split. The principal factor supporting such a formula approach
would seem to be the administrative convenience of doing so-the
methods spelled out in the § 482 regulations are simply extremely
difficult to apply.
If formula approaches are relevant at all, several alternatives
should be noted. The 863 regulations also provide a special allocation
formula for situations involving a branch in a possession of the United
States. This formula, illustrated in Revenue Ruling 71-387,36 allocates
half of the combined taxable income on the basis of property within
and without the possession and one half of the income on the basis
of the total business (defined somewhat unusually as the sum of the
compensation paid, purchases of goods, and gross sales) within and
without the possession. Another type of formula would be a "proportionate profits" approach which would split the profits in proportion
to the costs incurred by the manufacturing and marketing entities.
In all events, checking the split of profits is probably a useful
exercise once a pricing policy has been established. Most exporters
would worry a great deal if a pricing policy resulted in the selling
company's earning 80 or 90 percent of the total profits. For example,
such a situation might lead the parties (and the Internal Revenue
Service) to ask whether one has been incurring expenses for the benefit of the other. It should be kept in mind that the intercompany
pricing regulations under § 482 might be complied with to the letter
and still result in an inappropriate split of profits, if expenses were
in need of reallocation.
b. A Behavioral Approach
Mention of the fact that unrelated parties may not bargain by
reference to their overall split of the profits does touch on one heretofore unexplored point. Just how do unrelated parties bargain? Perhaps behavioral science holds the key to our question of how arm's36. Rev. Rul. 71-287, 1971-2 CuM. BuLL. 264.
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length prices are determined. Maybe the question should be, "How
do unrelated businessmen act in a bargaining situation?" Perhaps
the sides compute their out-of-pocket costs and then tend to bargain
toward a position which does indeed split the resulting difference 5050, because such an outcome maximizes the good feelings of the parties. But what if the manufacturing company simply would never let
an outsider do its marketing job? Is the arm's-length price in these
circumstances infinitely high?
c. Renegotiation Experience
One other possible source of arm's-length prices, or at least a
useful cross-check on one's pricing policy, might be the renegotiation
experience of the taxpayer or members of its industry. Under the
Renegotiation Act of 1951, government contractors must repay to the
government any amount necessary to eliminate "excessive profits"
from contracts made with the United States. Excessive profits are
determined by reference to a number of factors including the volume
of production, the extent of capital employed, the risk assumed, and
the character of the business. While it is not clear that "reasonable"
profits are determinative of "arm's-length" prices, some would argue
that renegotiable sales may well be quite comparable to the sales of
a manufacturing company to a foreign or WHTC marketing subsidiary. Renegotiable sales would typically involve a large volume sold
to a single customer without substantial advertising or selling
costs-all factors present in the typical parent-subsidiary selling arrangement. It should be noted that the profit percentages approved
by the regional offices of the Renegotiation Board, its national office,
and the courts which have jurisdiction to review the Board's determinations are all a matter of public record.
d. Functional Analysis
A final mode of determining arm's-length prices might be labeled
"functional analysis." Perhaps it would be possible to develop an
arm's-length price between two related corporations by identifying all
the economic functions performed by one of the corporations, valuing
each function by reference to the cost of having that particular function performed by an unrelated person, and then summing the values
(perhaps with a premium or discount for synergy). Some cases, such
as Johnson Bronze Co.37 have listed and emphasized the various economic functions performed by a foreign marketing corporation, although none has attempted to quantify them individually. Needless
to say, the quantification of all of the individual economic functions
performed would undoubtedly be a difficult undertaking.
37. 1965 T.C. Memo No. 281.
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e. Two Caveats
Throughout any search for a "method" acceptable for pricing
tangible personal property under § 482 regulations, one particularly
strong statement of the holding of Lufkin Foundry & Machine Co. v.
Commissioner8 should be kept in mind:
No amount of self-examination of the taxpayer's internal transactions
alone would make it possible to know what prices or terms unrelated
parties would have charged or demanded.

Notwithstanding their obviously attractive convenience, it may be
that no formula or other "internal" approach will again pass muster
under § 482. Before leaving this subject, however, it might be observed that both the case law and the regulations under § 482 show
an almost shocking disregard for relative rates of return on investment as an indication of the appropriateness of pricing policies. This
situation is certainly out of tune with contemporary marketing and
financial theory, but the law under § 482 may well someday catch up.
VIII.

CONCLUSION

By way of conclusion, the writer regrets only that limitations of
time and space have precluded a really full exploration of the alternative forms of export operations and the § 482 pricing rules which may
loom so important in determining exactly what the export field has
to offer a particular taxpayer. It is hoped that some of the above
suggestions will prove provocative, if not directly useful.

38. 468 F.2d 805, 808 (5th Cir. 1972).

U.S.

TAX ASPECTS OF OPERATING ABROAD:

AN OVERVIEW
RUFUS v. RHOADES*
I.

INTRODUCTION

As most of you who read articles in law reviews and journals have
observed, the traditional manner of writing such articles or papers is
to base the articles on a thesis which the author either proves, disproves or uses as the foundation for additional theses. This paper
breaks with that tradition for a number of reasons. One, by its very
nature the paper is a general overview. It does not take a particular
subsection of the Code or narrow issue and explore it in depth. Two,
there is an extraordinary number of articles, books and other publications that deal with any number of subsections and narrow issues.
Three, this symposium, through the auspices of which this paper is
presented, was structured as a fundamental symposium rather than
a highly sophisticated one.
Consequently, the approach which has been adopted in this article is the problem approach rather than the thesis approach. By
"problem approach" we mean that the ensuing discussion of the law
will be framed in the context of a hypothetical set of facts designed
to allow analysis of the more important sections of the Internal Revenue Code which the advisor who delves into the foreign area. must
consider. The article does not purport to be an exhaustive review of
applicable law, but rather is designed to offer one writer's approach
to a rather garden-variety foreign transaction.
The subject matter of the paper is investment by U.S. residents
or U.S. corporations abroad. That means the paper was initially limited to a review of the five tentacles of what one practitioner refers
to as the foreign tax pentapus.1 Those five, affecting controlled foreign corporations, 2 foreign personal holding companies, 3 personal
holding companies,' foreign investment companies' and those sections taxing accumulated earnings' are not going to be discussed in
full in this paper. Rather, the paper will focus on those sections which
the advisor will probably need to understand in order to guide his
U.S. client as he moves and operates overseas.
*Caldwell & Toms, Los Angeles; A. B., San Jose State College; LL.B., Stanford
University; Author of INCOME TAXATION OF FOREIGN RRLATED TRANSACTIONS.

1. That marvelous word is attributed to Harvey P. Dale, Esq. of the New York
Bar.
2.
3.
4.
5.
6.

INT. REV. CODE OF 1954 § 951, et seq. [hereinafter cited as CODE].
CODE § 551, et seq.
CODE § 541, et seq.
CODE § 1246.
CODE § 531 et seq.
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In view of the inherent limitations of an overview of the kind
requested, the paper will not concern itself with (a) foreign trusts, (b)
those tentacles of Mr. Dale's pentapus other than controlled foreign
corporations or (c) problems of foreign persons who invest in the
United States.
II.

A.

DEVELOPMENT OF THE HYPOTHETICAL PROBLEM

Statement of the Facts
The client is referred to you for income tax advice by another
lawyer. An appointment is set for the following week. Over the telephone, the referring lawyer briefly describes the transaction about
which your advice is sought.
The client, Washco Products, Inc., is a publicly held (incorporated in Delaware) manufacturer of washers and other plumbing
products. Although predominantly a U.S. oriented company, Washco
has found an increasing demand for its products in Europe. The
factor which precipitates your appointment, however, is that Washco
has developed a new washer, a key ingredient of which is celidicite,
a substance found only in the hills of northern Brazil. Because celidicite is found only in abundance in Brazil and demand for the substance is low, Washco has estimated that it can manufacture high
quality washers for one-fifth of the cost of similar quality washers.
In the ensuing conference, it appears that Washco's executives
have concluded that the time is ripe for a major expansion overseas.
Specifically, Washco has decided to establish a washer manufacturing facility in southern Venezuela (a more practical site for that type
of operation than one located in Brazil) and distribution facilities in
Europe (the specific sites not yet having been determined). The European facilities are designed to be merely warehouse operations although since Washco does not manufacture a full line of plumbing
products, management has decided to allow the European facilities
to distribute all types of plumbing products (even those competing
with Washco products) throughout Europe.
After your new client leaves your office, you have the job of
breaking that proposed plan of action into identifiable, and hopefully, solvable tax problems. The remainder of this paper attempts
to walk through one writer's analysis of those problems.
B. Identification of the Applicable Sections and Treaties
One of the first steps which one might take in beginning to work
with a complex, unfamiliar problem is to identify those sub-areas
that are not involved. In quickly reviewing the various sections that
might be applicable to Washco's proposed course of action, one notes
that a substantial number of sections dealing with foreign matters are
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not relevant, although a significant number are. Those sections that
are not, in all likelihood, going to be relevant are:
Sections

Content and Reasons for Conclusion

531-36

Accumulated earnings. Wascho, being public, will not be faced with the problem. 7 The
foreign aspects of the problem should have
little impact on that conclusion.

541-47

Personal holding company rules. Washco
does not meet the shareholder requirements
of five or less individual shareholders owning
50 percent or more of the value of the outstanding stock of Washco.

551-58

Foreign personal holding company sections.
Again, Washco, does not meet shareholder
standards. Note, however, that if any foreign
subsidiary of Washco generates foreign personal holding company income, it will
thereby generate Subpart F income.8

861-89

Foreign Investors Tax Act. Those sections
deal with the taxation of non-resident aliens
and foreign corporations by the United
States.

931-935

U.S. Possessions sections. It is unlikely that
the operations of Washco will lend themselves to being conducted in Puerto Rico,
Guam, the Virgin Islands or another U.S.
possession.

1246-47

Foreign investment company. Washco is not
planning on having a foreign subsidiary that
is either registered under the Investment
Company Act of 1940 or one that is going to
engage in the business of investing or trading
in securities as defined in that Act.

Having determined which sections are probably not relevant,
counsel is now faced with the more difficult determination of which
sections are relevant. Before proceeding to a review of those sections,
7. BITKER
SHAREHOLDERS,

& EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND
§ 8.02, at 8-5 (w, g & 1 1971); cf. Golconda Mining Corporation, 58 T.C.
139, 157-58 (1972).
8.

CODE § 954 (a)(1).
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a word of caution. All foreign problems involving foreign revenue and
taxation of that revenue by the U.S. have the effect of adding an
additional layer of complexity to your standard complex tax problem. In other words, the foreign-related sections of the Code grow out
of and are grounded upon the more broadly applicable sections of the
Code found in subchapter C and other subchapters. Hence, the sections that are cited below are ones the counselor should consider in
addition to those he would consider if the problems were domestic.
The foreign-related sections which may well be relevant and
must at least be considered are as follows:'
Section

Substance and Comments

367

Recognition of gain in what are otherwise tax
free corporate reorganizations.That section
is particularly meaningful to Washco because
the transfer of know-how, trade secrets, patents and the like may well involve a recognition of gain if a favorable ruling is not first
obtained.

482

Reallocation of income and deductions. If
Washco sells products to a subsidiary then
the price must be an arm's length price or
some reallocation of income is likely.

901-907

Foreigntax credit. Whether Washco operates
through a branch or a foreign subsidiary overseas, it will be concerned with the applicability of the foreign tax credit sections. Those
sections are discussed below.

911

Exclusion of income by U.S. citizens
overseas. The chances are that Washco will
send one or more of its executives and quite
a few of its staff overseas to operate the
foreign operations. The $20,000 (or $25,000
in later years) exclusion provision will be applicable to these employees."

921

Western Hemisphere Trade Corporation.

9. The sections are set forth in numerical order as they appear in the Code, not
in order of probable importance nor in the order in which, perhaps, they should be
studied.
10. As a word of caution, it is not unlikely that section 911 will be either repealed
or materially modified by Congress in 1975.
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Because Washco has decided to open operations in the Western Hemisphere, the counselor must at least consider whether the benefits of that section are worthwhile."
951-964

Subpart F. Subpart F is the most important
group of sections to Washco if it forms a foreign subsidiary. Those sections are discussed
in some depth below.

991-997

DISC. The domestic international sales corporation sections certainly must be considered since Washco is going to be exporting
property.

1248

Dividend treatment upon disposition of certain foreign corporation'sshares. A part, conceptually, of the Subpart F provisions.

Treaties

Although not a code section, any analysis of
Washco's position must be viewed in the light
of the applicable income tax treaty between
the United States and most developed countries.

Foreign Laws

Finally, since Washco is planning to operate
in various foreign countries, the counselor
must weigh the possible impact of foreign
laws on his plans. Generally, that consideration will require advice of local counsel.

I.

A.

CREATION OF THE OVERSEAS CORPORATE STRUCTURE

How to Approach the Problem

Analyzing almost any complex tax problem requires breaking the
problem down into its basic parts and dealing with each individually.
Frequently, however, it is appropriate to establish a format in which
each of the issues can be analyzed and decisions made. In the problem put on your desk by your client, the easiest analysis is, surprisingly, a geographical one. The problems which the operation in Brazil
raises, for example, are different than those which the Venezuelan
11. The Western Hemisphere provisions contained in section 921 are also likely
to be repealed or phased out by this Congress. Those provisions are reviewed in some
depth in Professor Gifford's article contained in this issue.
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and European operations raise. Consequently, this overall problem is
probably most easily approached on a geographical basis.
B.

Creation of Operations in Brazil

1. Review of Those Facts Relating to the Brazilian Operation.
A short review of the facts and proposals of the client indicates
that Washco is going to obtain rights to the celidicite in Brazil. A
basic issue is the type of operation which your client plans to conduct
in Brazil. The answer to the structuring problem may well turn on
whether Washco simply has the right to buy production or has an
interest in the celidicite in place.
2. Identifying the Alternatives and Issues.
The issues which you must resolve are: whether the operation in
Brazil and Venezuela should be joined or separated; whether the
operation in either or both countries should be through a subsidiary
or a division; if the operation is to be through a subsidiary, whether
the subsidiary should be a U.S. corporation or a foreign corporation;
if foreign, whether the country of incorporation should be Brazil,
Venezuela (or both) or another country in the nature of a tax haven.
Additional issues involve pricing problems. If the Brazilian operation
is separately incorporated from the Venezuelan manufacturing facility, the determination of the price of the extracted celidicite sold to
the Venezuelan subsidiary must be an arm's length price.
Having begun to identify the issues, you are now able to deal
with each one and to begin to weave the fabric of the ultimate corporate structure.
3. The Selection Process.
In terms of corporate simplicity, operation through a division is
less complex than operating through a subsidiary. Hence, the election
to operate in Brazil through a division has at least that advantage.
Prior to exploring the other advantages and reviewing the disadvantages, a factual issue followed, perhaps, by a local law problem must
be resolved. If the arrangement in Brazil is that Washco has simply
agreed to purchase the production (or some part of the production)
of an unrelated company engaged in the mining of celidicite, the only
issues are whether Brazil will impede exportation of celidicite or require an export license of some kind. In that situation, the issue
whether to operate in Brazil through a division or a subsidiary is
virtually academic since the only operation being undertaken in Brazil is the purchase of raw materials.
If, on the other hand, Washco has obtained rights to mine, extract and export the raw material in Brazil, local law becomes much
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more important. A number of countries have restrictive laws on the
extent to which foreign persons are authorized to own minerals or
other resources in place. If Brazil has such laws and they are applicable to your problem, the division or subsidiary problem may be answered in that Washco may be required to allow some Brazilian partners to own a part of the mining operation, in which case the only
workable arrangement will most likely turn out to be a corporation,
owned partly by Brazilians and partly by Washco.
In order to avoid the complexity introduced into the problem by
the local law issue, we are assuming for the remainder of the problem
that (a) Washco has acquired the rights to mine celidicite for a substantial period of time and (b) there are no restrictions on Washco's
ownership of those rights. Additionally, Washco is planning on establishing a significant operation in Brazil to mine, purify, package and
export the celidicite to the Venezuelan operation.
The issue of operating in Brazil as a division or a subsidiary
remains. In order to deal with that problem we have also assumed
that Washco (either through a division or a subsidiary) will sell the
celidicite to a wholly-owned subsidiary operating in Venezuela., 2
4. Operationsin Brazil Through a Division.
If Washco operates through a division in Brazil extracting and
ultimately selling the celidicite, the operation will have immediate
U.S. income tax consequences much the same as if the operation were
being conducted in the United States. There are a number of sections
with which you and Washco must be concerned, however.
First, determination of the impact of the operation in Brazil on
Washco's gross income has to be made. Whatever income is earned
by Washco's Brazilian division is added to Washco's gross income
from all other sources. 3 The basic problem, of course, is the application of applicable allowances, deductions and credits.
On the issue of allowances, subchapter I "Natural Resources" is
operative world-wide. Consequently, if Washco would be entitled to
a depletion allowance were it mining celidicite in the United States,
it will not be precluded from taking advantage of that provision of
12. That assumption is needed in order to focus on the issue of income sourced in
Brazil. If the two operations in Brazil and Venezuela are operated as divisions of
Washco, then, unless it operates world-wide as a single corporate entity (which is
highly unlikely) a sale of the celidicite must occur at some point in the productiondistribution operation. A sale at the basic level is simply easier to deal with than is a
later sale.
13. Section 61 states that gross income includes "all income from whatever source
derived." Foreign source income is, with a few exceptions, not treated differently from
U.S. income in terms of its recognition.
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the Code merely because the property is located outside of the United
States. "
Similarly, deductions which reflect expenses incurred in Brazil
are allowed as deductions against the gross income of Washco. Thus,
if the operation in Brazil generates a new loss, that loss may be used
to reduce Washco's income from other sources."
Indeed, the only significant variation to be considered by Washco
in calculating its taxable income which includes a foreign branch is
the foreign tax credit."6
a. The Foreign Tax Credit Available on Income Earned by a
Foreign Division of a U.S. Corporation.
The foreign tax credit provisions of the Code are set forth in
sections 901-907. The basic section, 901, provides that, if the taxpayer
so elects:
the tax imposed by this chapter' 7 shall, subject to the applicable
limitation of section 904, be credited with the amounts provided in
the applicable paragraph of subsection (b) ...
Under subsection (b), certain amounts are allowed as a credit:
(1) In the case of a citizen of the United States and of a domestic corporation, the amount of any income. . . taxes paid or accrued
during the taxable year to any foreign country. .. ;
Thus, subject to the limitation contained in section 904, all of the
14. Under Treas. Reg. § 1.611-2, (1960) relating to depletion calculation, the taxpayer is instructed to file certain forms to claim the depletion allowance on foreign
minerals. See also Treas. Reg. § 1.613-2(a)(3)(1960).
15. There is no express section of the Code that authorizes foreign as opposed to
domestic deductions. The inter-operation of Code Sections 61 (defining "gross income"), 62 (defining "adjusted gross income"), 162 (trade or business expenses) and
901 (foreign tax credit) require the U.S. taxpayer to take into income worldwide gross
income less worldwide deductions. See proposed Regulation 1.861-8 for an indication
of how deductions are to be allocated in certain cases.
16. As so often occurs in an overview of a complex set of rules and procedures,
the statement in the text is an oversimplification. One of the most confused areas of
the law that comes into play when the U.S. taxpayer begins operations overseas is the
calculation of gain or loss from foreign currency transactions. In view of the highly
uncertain state of the law and the summary nature of this article, the foreign currency
problems have been disregarded. They do exist, however, and must be considered by
counsel before final determinations can be made when those determinations turn on
calculation of gain or loss from operations. For an exhaustive work on the subject, see
A. RAvENSCROrr, TAXATION AND FOREIGN CURRENCY: THE INCOME TAX
FOREIGN EXCHANGE RATE FLUCTUATIONS (1973).

CONSEQUENCES OF

17. The phrase "this chapter" in section 901 refers to sections 1-1388 of the Code,
being the income tax sections contained in Subtitle A, exclusive of tax on self employment income, withholding on nonresident aliens and foreign corporations and certain
other provisions.
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income taxes which Washco pays to Brazil on its Brazilian income
are a direct credit on the income tax payable to the United States.
Since the income tax in Brazil is high,"8 the authorization to credit
the taxes paid to Brazil rather than being required to merely deduct
them is a meaningful part of the decision about the form of entity
that is to operate in Brazil.
To the extent, then, that the credit is limited-that is, to the
extent the tax paid to Brazil cannot be credited against U.S. tax-the
value of the tax credit provisions is obviously restricted. Section 904
creates a limitation on the amount of foreign taxes paid that may be
treated as a credit against U.S. income taxes.
Briefly, the section provides that the foreign tax credit for any
year is not to exceed a maximum amount. That maximum figure is
calculated for each year by the taxpayer. The concept behind the
maximum credit which a taxpayer may claim is that the foreign tax
credit for any year should not be greater than the United States tax
on the foreign income which generated the foreign tax.
Section 904(a)(1) reads as follows:"
(a) ALTERNATIVE LIMIrATIONS.
(1) PER-COUNTRY LIMITATION. In the case of any taxpayer who does
not elect the limitation provided by paragraph (2), the amount of
the credit in respect of the tax paid or accrued to any foreign country
or possession of the United States shall not exceed the same proportion of the tax against which credit is taken which the taxpayer's
taxable income from sources within such country or possession (but
not in excess of the taxpayer's entire taxable income) bears to his
entire taxable income for the same taxable year.
Application of the section 904 rules to the facts of any situation
can be accomplished by focusing on a few concepts that have been
developed from the Code section and regulations.
(1) In order to determine the per-country limitation, multiply
18. Thirty percent plus a five percent addition in certain cases. DIAMOND, FOREIGN
TAX AND TRADE BRIEFs-SourrH AMERICA 34 (1975). Although that stated rate is not
considered high, when it is combined with Brazil's current runaway inflation, the net
effective rate is quite high.

19. Section 904(a) offers the taxpayer an election. He may elect to calculate the
foreign tax credit on a "per-country" basis or on an "overall basis." If no election is
made, then the per-country rules operate. That means, as a practical matter, the
taxpayer has the election to calculate the foreign tax credit limitation on the overall
basis rather than the per-country basis. This article is not going to discuss the overall
election but will assume that Washco has decided to remain with the per-country
limitation. For a further discussion of the overall limitation see 2 R. RHOADES, INCOME
TAXATION OF FOREIGN RELATED TRANSACTION § 5.04(3) (rev. ed. 1975). [hereinafter cited
as 2 RHOADES].
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the total U.S. income tax for the year by a fraction. The numerator
of that fraction is the taxable income from sources within the taxing
foreign country (Brazil as to Washco) and the denominator of which
is total taxable income from all sources.
Example: Washco generates $10 million of taxable income in
Brazil and has overall $200 million of taxable income. The Brazilian
tax on the $10 million is $5 million; the U.S. tax (before credit) on
the $200 million is $96 million. The tax credit formula works as
follows:
96 x 10/200 = 4.8 million
The maximum tax credit which Washco can take for that year
is $4.8 million-not $5 million.1
(2) The allowable foreign tax credit for taxes paid will always be
the lesser of any one of the following three amounts: (a) the amount
of U.S. tax against which the credit can be taken; (b) the amount
resulting from application of the limitation formula; or (c) the
amount of the foreign tax paid or accrued.
(3) The income figures that are used in the fraction are the net
taxable income figures from the foreign country and the United
States. That usually means that the taxpayer is required to allocate
deductions and expenses in order to determine the proper amount of
taxable income from foreign and other sources."
(4) The U.S. tax against which the fraction is multiplied to obtain the foreign tax credit limitation is the U.S. tax before any other
credits are taken.
(5) If the per-country limitation figure is lower than the amount
of creditable tax paid or accrued to the foreign country, the amount
in excess of the limitation cannot be used as a tax credit that year.
(6) Awareness of the effective tax rates of the countries involved
will allow the practitioner to quickly estimate whether or not all
creditable foreign taxes will be available as a credit that year.
(7) Losses in one foreign country will have comparatively little
effect on the available tax credit flowing from another foreign country
when the taxpayer operates in both countries.
(8) If the losses from foreign or domestic operations (or both)
result in a total taxable income figure of less than the taxable income
from a country where the taxpayer earned a profit, the amount of
income deemed received from that country is equal to the taxpayer's
total taxable income.
20. Section 904(d) provides for a foreign tax credit carry-over and carry back, the
effect of which is to allow the taxpayer to average his foreign tax credits over a number
of years.
21. A discussion of the method of allocating deductions and expenses follows these
rules.
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Those rules have been in operation for a substantial period of
time. Under them an accepted practice of calculating the available
foreign tax credit has evolved which until mid-1973 was at least workable. In June of 1973, however, the Treasury withdrew its longstanding proposed regulations under section 8612 and substituted new proposed regulations dealing with allocation of deductions. Although the
regulations are set forth under a section that is not material to
Washco's world-wide operations, the Notice of Proposed Rule Makingn stated:
Such allocation and apportionment of deductions may be necessary to determine taxable income from certain sources and activities for purposes of certain operative sections of the Code including
section 904(a)(1) ...
Since the proposed regulations, if enforced,2 will have the effect of
materially increasing the deductions allocated or apportioned to foreign source income, those regulations will frequently operate to reduce the amount of the foreign tax credit below what had heretofore
been understood as an allowable credit. An example may illustrate
5
the impact of the proposed regulations.
Domestico, Inc., a U.S. corporation, manufactures automobiles.
As a general operational procedure it engages in continuing research
and development both for improvements of existing products and
discovery of new products. Domestico has continually deducted the
expenses incurred in that research and development program under
section 174.2 An average of 20 percent of Domestico's annual sales are
to foreign customers, almost all of which have relatively high tax
rates. The figures which Domestico might reflect on its income tax
return for any year under its present method of treating R & D expenses are these.

(000)
a.
b.
c.
d.
e.

U.S. Gross profit
General overhead
R & D expenses (total)
Net U.S. profit
Total foreign sales

80,000
(50,000)
(10,000)
20,000
20,000

22. Section 861 sets forth the source of income for nonresident aliens of foreign
corporations.
23. Proposed Tress. Reg. § 1.861-8, 38 Fed. Reg. 15840 (1973).
24. Practitioners in various major cities have informed this writer that some
agents of the Service are presently applying the proposed regulations as if they were
final.
25. The example is an abbreviated version of the example in the proposed regulation § 1.861-8(g) Eg. 1, 38 Fed. Reg. 15840 (1973).
26. That section provides that research and development expenditures incurred
during the taxable year may be treated as a deduction.
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f. Expenses allocated to foreign sales
g. Net foreign income
h. Foreign tax payments (40%)
i. Foreign after tax profit
j. Total U.S. taxable income (d. + g.)
k.
1.
m.
n.

U.S. tax (est. 45%)
Foreign tax credit
Total U.S. tax
Total increase in e & p (20,000 + 15,000) minus
(6,000 + 9,750)

VOL. 5:45

(5,000)
15,000

(6,000)
9,000
35,000
15,750

(6,000)
9,750
19,250

Under the proposed regulations, however, 20 percent of the
R & D expenses would have to be allocated to foreign sales, with the
following results.
a.
b.
c.
d.

U.S. gross profit
General overhead
R & D expenses (U.S. portion)
Net U.S. profit

80,000
(50,000)
( 8,000)
22,000

e.

Total foreign sales

20,000

f.
g.
h.
i.
j.
k.
1.
m.
n.

Expenses allocated to foreign sales
Foreign income share of R & D expenses
Net foreign income
Foreign tax payments'
Total U.S. taxable income (d. + h.)
U.S. tax (est. 45%)
Foreign tax credit
Total U.S. tax
To e & p after tax payments

( 5,000)

(2,000)
13,000
6,000
35,000
15,750

(5,850)
9,900
19,100

As a result of the application of the apportionment concepts
under the proposed regulations, Domestico has lost $150,000 of aftertax earnings. The proposed regulations apply that allocation concept
27. The example assumes that most foreign countries will ignore the Treasury's
attempts to export deductions and assess tax as they traditionally have. Thus, as a
result of the proposed regulations, the net effective foreign tax rate has gone from 40
percent to 46 percent. That figure is enough to alert the tax manager for Domestico
that excess foreign tax credits are probably being generated.
28. The limitation formula of section 904 was applied at that point in the calculation. Assuming all income and taxes were from one country, the formula is: foreign
country income divided by total taxable income, times the U.S. tax, or in figures:
13,000/25,000 x 15,750 = 5,850 tax credit.
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to a number of items (such as interest and overhead) although the
dramatic impact of the proposed regulations is most apparent when
applied to research and development expenses.
b. Sales of the Celidicite to the Venezueluan Operation,
Section 482.
A continuing and perplexing problem for non-consolidated related taxpayers who deal with one another springs from the eight
short lines found in section 482.5 Briefly, the section provides that
in commercial transactions related parties are to deal with each other
at arm's length "in order to prevent evasion of taxes or clearly to
reflect" income. If the taxpayer does not deal with a related party at
arm's length, the appropriate District Director is authorized to reallocate income to the proper party. The significance of that power may
be seen in the following:
Assume that Washco sells the fully processed and refined celidicite in bulk form to the Venezuelan subsidiary for one dollar a pound.
That figure becomes a part of the subsidiary's cost of the washers
which it in turn sells. Assume further that Washco's net taxable
profit is three cents per pound on which it paid sufficient Brazilian
tax, so it receives a full U.S. foreign tax credit. The subsidiary processes the celidicite into 100 washers on which it realizes a taxable
profit of two dollars, of which 80 cents is paid in tax to Venezuela.
Three years later an audit by the Internal Revenue Service recommends that the sale price be raised from $1.00 per pound to $1.10.
The result of that 10 cents per pound increase is to increase Washco's
taxable income from three cents to 13 cents per pound. Assuming
that the recommendation is accepted or confirmed judicially, the
effect is that the United States will collect tax on an additional 10
cents per pound at 48 percent even though Venezuela will have taxed
that same 10 cents at 40 percent-a total tax of 88 percent on that
10 cents.3
29. Section 482 reads as follows:
ALLOCATION OF INCOME AND DEDUCTIONS AMONG TAXPAYERS In any case
of two or more organizations, trades, or businesses (whether or not incorporated, whether or not organized in the United States, and whether or
not affiliated) owned or controlled directly or indirectly by the same
interests, the Secretary or his delegate may distribute, apportion, or allocate gross income, deductions, credits, or allowances between or among
such organizations, trades or businesses, if he determines that such distribution, apportionment, or allocation is necessary in order to prevent evasion of taxes or clearly to reflect the income of any of such organizations,
trades, or businesses.
30. The profit calculation by the Venezuelan subsidiary was based on the theory
that the celidicite cost $1.00 not $1.10. Had the price which the Service said should
have been charged in fact been charged the profit would have been $1.90, not two
dollars and the tax by Venezuela would have been 76 cents, not 80 cents.
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Having focused on the section 482 problem, the difficult question
is how to arrive at an arm's length price. Perhaps the place to commence the analysis (although certainly not the place to end it) is
with the regulations. Although the regulations dealing with the sale
of personal property by one controlled party to another have been
somewhat maligned and abused, there are times when the contents
of the regulations are useful.
If, for example, Washco were to sell the celidicite in substantially
the same form to unrelated customers, the price at which it should
sell to the Venezuelan subsidiary is that same price." Suppose, however, that Washco does not engage in that form of uncontrolled sale.
Then the usefulness of the regulations begins to break down. The
regulations describe two additional methods for calculating an arm's
length price in that situation. The first of the two is referred to as the
resale price method. That method envisions the controlled buyer reselling the property in an uncontrolled sale to a third person without
first having altered or added to the item sold.32 The method is not
available to Washco, however, because the Venezuelan subsidiary
will use the celidicite as raw material in its operations-not resell it.
The second of the two is referred to as the cost-plus method. That
method is used when the product sold (the celidicite) is included in
a final product by the buyer, which final product is sold to third party
customers. Under that method the seller arrives at an arm's length
price of the basic product or raw material to the related buyer by
adding to the cost or production an "appropriate gross profit percentage" plus or minus certain adjustments.3 The problem with that
formula is that in order to be effective the gross profit percentage
must be based on the gross profit earned by the seller or another party
(presumably a competitor) from uncontrolled sales of property which
are most similar to the controlled sale in question. Since there are
frequently not any sales that are close to the nature of the sale as to
which an arm's length price is needed, the resale price method is
generally of little assistance to taxpayers with the arm's length price
problem.
31. Treas. Reg. § 1.482-2(e)(1)(1968). That paragraph in the regulations describes
the comparable uncontrolled price method of calculating the arm's length price to be
charged by one controlled member to another. Although the Service has tried to avoid
the thrust of those regulations, the regulations have received judicial approval.
32. Treas. Reg. § 1.482-2(e)(3)(1968).
33. Treas. Reg. § 1.482-2(e)(4)(1968).
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If none of the three methods described in the regulations is applicable, then Washco can apply what is generally known as the
fourth method:
Where none of the three methods of pricing. . .can reasonably be
applied under the facts and circumstances as they exist in a particular
case, some appropriate method of pricing other than those described...
or variations on such methods may be used.-

What that provision provides, in effect, is that if the taxpayer can
demonstrate that none of the three methods outlined in the regulations applies, he can use his own.
How each taxpayer arrives at its own method varies from taxpayer to taxpayer, of course. The most frequently applied method is
either a guess or the number that the treasurer or comptroller thinks
the company can get by with. Although that system works fine until
there is an audit by the Service, it is of little value when the Agent
asks for an analysis of how the particular price was determined to be
an arm's length price. It is when the Agent asks that potentially
embarrassing question that one wishes that some planning had gone
into the determination of price.
We recommend to our clients that they prepare for the section
482 audit before it arises. That means doing an analysis of how the
price was determined. If appropriate, hire an economist 5 and rely on
his report and recommendations. Ask both tax counsel and tax accountants for advice and guidance. But more than any factor, weigh
heavily the concept of planning and supporting what ever decision is
6
made.1
c. Summary of Considerationsin OperatingThrough a Division
in Brazil.
Perhaps the most relevant factor in the consideration of whether
or not Washco should operate through a division in Brazil is that the
income earned and deductions generated in Brazil by Washco are
reflected currently in Washco's income tax return. As a result, the
only overtones which are material that are in addition to domestic
operational tax problems for Washco are the foreign tax credit calculations and reallocation problems created by section 482. Hence, in
view of the additional complexity which a foreign subsidiary brings
to any corporate structure, the Brazilian operation should probably
be conducted through a division unless there are (a) local law require34. Tress. Reg. § 1.482-2(e)(1)(iii)(1968).
35. The Office of International Operations of the Service had, at last count, eight
economists on its staff working on section 482 cases.
36. For a further discussion of section 482 see the discussion of that section cPntained in 2 RHOADES § 7.
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ments which dictate a separate corporation; (b) other legal aspects
of the arrangement which indicate separate incorporation is appropriate (e.g. limited liability) or (c) compelling economic reasons which
indicate there are advantages to being able to control the flow of
profit from Brazil through a separate corporation.
If, however, Brazil requires Washco to separately incorporate its
Brazilian operations, the income tax aspects of that act are considered in the next section.
5. Operations in Brazil Through a Brazilian Subsidiary.
Having determined there are sound reasons for incorporating the
Brazilian operation, you are immediately faced with the problem of
where to incorporate. It may well be that the reason for incorporating
in the first place will also dictate where to incorporate-probably in
Brazil. But, if it does not and there is a decision to be made, you have
a broad range of choices. Those countries which you would consider
seriously are Brazil (of course), Venezuela (effectively combining the
two operations), a tax haven island such as the Caymans (to avoid,
perhaps, Brazil's income tax) or even the United States (to take
advantage of the Western Hemisphere Trade Corporation provisions). For the purposes of this article we are concluding that Brazil
has been selected as the proper country for incorporation.
6. Problems Created by Incorporatinga Foreign Corporation.
The Internal Revenue Code does not present any obstacle to
incorporation in a foreign country if the property transferred to the
foreign corporation is cash or other property not appreciated above
its basis. If Washco begins its operations in Brazil through a Brazilian
subsidiary before it has any mining claims or operating personnel in
Brazil, incorporation is rather routine. If, however, the decision to
incorporate is not made until after Washco has obtained an interest
in the celidicite mines in Brazil a problem arises. The problem is
found'in section 367 of the Code. Before turning to the provisions of
that section, a short review of section 351 is in order to help place the
problem in perspective. The reader may recall that the exchange of
property for shares between a corporation and its shareholders when
a new corporation is created would, but for the provisions of I.R.C.
section 351, result in taxable gain to the transferor of the property.
The amount of the gain, of course, is the difference between the
shareholder's basis in the property and the fair market value of the
property. Section 351, however, precludes the gain from being recognized in such cases with the result that tax free incorporation of a
domestic corporation with low-basis, high-value property is a common occurence.
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Alter the facts to attempt an incorporation of a foreign corporation with appreciated property and the results are substantially different. Section 367 provides in part that gain is to be recognized in
an otherwise tax free reorganization (including that described in section 351) if a foreign corporation is one of the parties to the transaction unless the transferor first obtains a ruling from the Commissioner that the contemplated exchange is not pursuant to a plan that
involves tax avoidance as one of its principal purposes. 7
That section poses significant problems for the company planning to transfer property to a foreign corporate subsidiary. Although
frequently a ruling can be obtained by paying the appropriate "toll
charge ''31 the ruling will take time to obtain. There are two answers
to the problem presented by section 367. One, treat the transaction
as completely taxable from the outset, establish as low a valuation
on the appreciated property as feasible and prepare to fight to support the valuation later. Two, and a frequently more palatable solution to your client, is to incorporate the foreign corporation for cash
and then cause it to purchase the asset or assets from the transferor.
The major difficulty with that solution is establishing a price. Perhaps the most flexible manner of achieving the goal of a fair price and
yet avoiding the creation of an immediate tax problem for the transferor is to obtain an appraisal of the property and cause the foreign
corporation to buy it on the installment basis. If an appraisal is
impractical, estimate the value of the property and let the foreign
corporation buy it on a work-out basis similar to the method used by
larger companies to buy stock of a closely held corporation.
The additional problems involved with creating a foreign corpo37. That description is an oversimplification. The operative language of section
367 is:
(a) GENZaAL RuuE. In determining the extent to which gain shall be
recognized in the case of any of the exchanges described in sections 332,
351, 354, 356, or 361, a foreign corporation shall not be considered as a
corporation unless
(1) before such exchange, or
(2) in the case of an exchange described in subsection (b), either before
or after such exchange,
it has been established to the satisfaction of the Secretary or his delegate
that such exchange is not in pursuance of a plan having as one of its
principal purposes the avoidance of Federal income taxes.
Although the phrase "a foreign corporation shall not be considered as a corporation"
is peculiar verbiage to achieve the result Congress intended, there is now no doubt that
they meant that gain on the transaction is to be recognized unless the appropriate
ruling is obtained.
38. Rev. Proc. 70-18, 1970-2 CuM. BuLL. 493, sets forth the procedures to be followed in applying for, and probable results of, an application for a ruling under section
367.
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ration are similar to those encountered in creating a domestic corporation. The corporation must have employees and otherwise must be
viable and active.
7. OperationalConsiderations.
Washco's Brazilian subsidiary-Washco-Brazil-will create operational difficulties for Washco which although neither costly nor
insoluble are, however, a nuisance and require continuing care. The
statutory foundation from which those difficulties arise is found in
Subpart F of the Internal Revenue Code, 39 the subpart containing
perhaps the most complex sections in the Code. Since it is likely that
your advice will involve the creation of a foreign corporation either
in Brazil or another foreign country, a review of Subpart F at this
point is appropriate.
8. The Concept Behind Subpart F.
Before turning to the substantive parts of Subpart F it may be
helpful for the reader to be aware of the purpose behind its enactment. The basic problem which Congress attempted to resolve was
created by a substantial number of multi-national firms creating
foreign subsidiaries in low tax countries and diverting profits to those
countries which escaped both U.S. and foreign tax. That result was
usually achieved by creating a sales subsidiary in Switzerland, the
Bahamas or some other low tax jurisdiction. That subsidiary could
then buy the parents' product (typewriters, photocopy machines,
tires) from the parent at a 5-10 percent markup to the parent and
resell the same product for a 20 to 50 percent markup."0
Because the concern of both the Kennedy Administration and
Congress was the tax haven concept where profits were earned in one
country but diverted to another, Subpart F tends to focus on the two
country problem rather than concerning itself with operations in the
same country where the corporation is incorporated. That tendency
found its way into a number of exceptions to the rules set forth in the
subpart which will be touched upon below.
9. Statutory Overview of Subpart F.
Subpart F is not a corporate taxation group of sections -it is a
shareholder taxation group. By that we mean that Subpart F pur39. Subpart F includes sections 951 through 964 of the Code.
40. One of the questions often asked is why that profit could not have been
reallocated to the parent under section 482. The answer is two-fold. One, section 482
in 1961-1962 (when Subpart F was drafted and enacted) was not the sophisticated
device it has grown to become in the last 14 years; and two, even under section 482 as
it is known today a reasonable profit would have to have been allowed to the foreign
sales subsidiary-a result Congress found unacceptable. Cf. S. REP. No. 1881, 87th
Cong., 2d Sess. (1962).
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ports to tax shareholders of a controlled foreign corporation, not the
foreign corporation itself. It is that concept of taxing only the shareholders rather than the corporation which gives the subpart its complexity.
To understand how the Subpart operates, the counselor must
have a basic understanding of the terms which the Subpart uses. A
short glossary of those terms follows:
Controlled Foreign Corporation refers to a foreign corporation more
than 50 percent of the voting stock of which is owned (or is treated as
being owned) by U.S. shareholders." A controlled foreign corporation is
frequently identified by its initials-CFC.
United States Shareholder. A U.S. shareholder is any U.S. person
who owns or is treated as owning 10 percent or more of the voting power
2

of a foreign corporation.'
Subpart F Income. The group of sections in Subpart F deals with or
reflects the presence of the Subpart F income concept. Subpart F income
is that form of tainted income which the CFC is deemed to have distributed to its shareholders unless an exception applies. 3

With those terms in mind, here is how, in rather simplified fashion, Subpart F operates. A U.S. shareholder (that is, a 10 percent or
more owner of the voting power) of a CFC is required to take into his
income as a constructive dividend his pro rata share (along with other
U.S. shareholders) of the CFC's Subpart F income." There are complex rules relating to when the constructive dividend is to be taken
into income and how the pro rata share is to be calculated 45 but for
the purposes of your problem they are not relevant since all of the
shares of Washco-Brazil will be owned by Washco. Consequently, the
41. CODE § 957(a). There is a special rule for insurance companies. Under certain

conditions the foreign insurance company will be classified as a controlled foreign
corporation when more than 25 percent (rather than 50 percent) of its voting stock is
owned by U.S. shareholders. CODE § 957(b).
42. CODE § 951(b). A United States person is any U.S. citizen or resident, domestic partnership or corporation or any trust or estate (except a foreign trust or foreign
estate). CODE §§ 957(d), and 7701(a)(30). There are certain modifications in the definition required when Puerto Rican, Virgin Islands or other possessions' persons are
involved.
43. Specifically, Subpart F income is composed of two parts-income derived
from insurance of U.S. risks and foreign base company income. CODE § 952(a). Foreign
base company income in turn is composed of three parts, foreign personal holding
company income; foreign base company sales income; foreign base company services
income; and, for years beginning after December 31, 1975, foreign base company shipping income. CODE § 954(a).

44. CODE § 951(a)(1)(A)(i). Additionally, he is required to take into his income
his pro rata share of the CFC's increase in earnings invested in U.S. property-a
concept discussed below.
45. CODE § 951(a)(2). There are also rules setting forth the manner of determining
when shares are deemed to be owned by one person, when owned by another-the
attribution of shares problem. CODE § 958.
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primary question for you is how to identify the existence of Subpart
F income. It is to that problem which we now turn.
Subpart F income is made up in part, you may recall, of two
kinds of income, one of which was foreign base company income.
That kind of income was in turn made up of three, soon to be four,
different kinds of income, the only relevant one to your problem being
foreign base company sales income.
"Foreign base company sales income" is income derived in
connection with any one of the following: (a) the purchase of personal
property from a related person and its sale to any person, (b) the sale
of personal property to any person on behalf of a related person, (c)
the purchase of personal property from any person and its sale to a
related person or (d) the purchase of personal property from any
person on behalf of a related person, where the country of incorporation of the CFC is not the country where the property was either
created or to be consumed."
Looking to that definition it does not appear that Washco-Brazil
will generate Subpart F income at all, not only because it is incorporated in the country where the celidicite is being produced (the overall purpose of Subpart F was to attack transactions where the income
was produced outside of the country of incorporation) but also because Washco-Brazil has not acted as a middleman-that is, it hasn't
purchased and resold in a transaction involving a related party nor
has it acted on any other person's behalf.
Even if Washco (the parent) mines the celidicite, sells it to
Washco-Brazil which in turn sells it to the Venezuelan operation, the
income would not be foreign base company sales income because,
although Washco-Brazil indeed will have purchased and resold personal property, Washco-Brazil is incorporated in the country where
the property is mined, thereby bringing into play one of the Subpart
F exceptions. If, however, Washco-Brazil were incorporated in Panama and purchased and resold the celidicite to the Venezuelan subsidiary, that income would be foreign base company sales income.
Even though the income generated by Washco-Brazil will not be
Subpart F income there are certain other problems created by Subpart F which must be considered. The primary problem, of course, is
how Washco-Brazil should handle its retained earnings once operations are under way.
The immediate response of many clients when a cash surplus
begins building in the subsidiary is to lend the cash to the parent
corporation or otherwise use it in the parent corporation's U.S. busi46. CODE § 954(d)(1).
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ness. It is that intended use of the funds which raises the problems
of a constructive dividend once again.
Section 956 provides that if a CFC (which Washco-Brazil is, of
course) increases its investment of earnings in U.S. property, the
amount of that increase will be a constructive dividend to the U.S.
shareholders:
Example: Washco-Brazil has been operating in Brazil long enough
to generate $1,000,000 in retained earnings. Washco-Brazil does not own
any U.S. property. It loans $500,000 to Washco on a long term basis.
Since the obligation of a U.S. person is U.S. property, that $500,000 loan
will, if still in force over the turn of Washco-Brazil's fiscal year, will be a
constructive dividend to Washco.

While considering section 956 problems, there are two broad categories of issues to consider: (1) whether the investment in U.S. property is an investment of earnings and if so whether there is an increase
in that investment; 7 (2) to identify those items which are U.S. property and those which are not. U.S. property includes, generally, all
tangible real and personal property located in the United States and
intangibles such as stocks, securities and even obligations of a U.S.
person.4
Hence, Washco-Brazil has the problem of investment of its excess earnings. Although there may be problems connected with the
answer, there is the alternative of lending the funds to a sister corporation, buying real estate in other countries or otherwise investing in
a foreign country."5

47. The determination of whether there has been an increase in the CFC's investment in U.S. property is not as easy to make as it might appear. The primary consideration is one of timing. The determination of whether the CFC owns any U.S. property
is made at the end of its fiscal year. Pro ration during the year is not required. CODE §
956(a)(1). The amount of U.S. property deemed owned by the CFC is the adjusted
basis of the property in the hands of the CFC, reduced by any liability to which the
property is subject on the last day of the fiscal year. CODE § 956(a)(3). All earnings
are used to calculate earnings-that means pre-1962 earnings as well as non-CFC
income earned by the CFC. There are other rules for determining the proper calculation of Subpart F income, but the above suggest, at least, the complexity of the

calculations. See 1 RHOADES,

INCOME TAXATION OF FOREIGN RELATED TRANSACTIONS §

3.04 (1975) for further discussion of the section.
48. CODE § 956(b)(1). The most important of the U.S. property definitions is an
obligation of a U.S. person. The term "obligation" means any debt, note, debenture,
account receivable or the like, but does not include a short term obligation-that is, a
debt which is collected within one year from the time it is incurred or is not collected
solely because the debtor is unable to pay. The short term debt, in order to escape the
definition of "obligation," must not have been incurred in connection with the sale or
processing of property. Treas. Reg. § 1.956-2(d)(2)(1964).
49. The primary problem is that the income from the investment will most likely
be foreign personal holding company income as defined in CODE § 954(c). As such, it
is Subpart F income and susceptible to being treated as a constructive dividend.
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10. Liquidation or Sale of Stock in a Foreign Subsidiary.
As an advisor, you should at least alert your clients to the noncapital gain aspects of a liquidation of a CFC. The reason is that
frequently many businessmen approach an investment as being short
or medium term with a view to liquidating their investment and
paying tax at capital gains rates. Hence, the provisions of section
1248 can be an unpleasant surprise unless they are forewarned.
The primary rule for the shareholder to bear in mind while considering the impact of the law on disposition of the CFC's stock is
that some part or all of the gain will be treated as a constructive
divident to the shareholder.50 Section 1248 provides, in broad terms,
that if the U.S. shareholder5 of a CFC sells his stock or otherwise
disposes of the stock-even one share-in a taxable transaction" a
portion of the gain is to be included in the gross income of the shareholder as a dividend. The amount of the gain which is to be treated
as a dividend is equal to the pro rata share of the CFC's earnings and
profits attributed to the shares which were sold:
Example: Washco-Brazil has issued 1,000 shares to Washco, Inc.
During the three years Washco-Brazil has been in operation it has accumulated $2 million in earnings. Washco, Inc., elects to sell 250 shares to
local Brazilian citizens for a total of one million dollars. If the basis of
the Washco-Brazil shares in Washco, Inc.'s hands was $100,000, the
amount treated as a dividend to Washco Products, Inc. is calculated as
follows:
Sales Price
Less basis
Recognized gain
Amount of earnings attributed to shares sold
(.25 x 2,000,000) and treated as a dividend
Amount treated as capital gain

$1,000,000
(100,000)
900,000
500,000
400,000-

Note that the gain is characterized as a dividend rather than simply
being treated as gain from the sale or exchange of property which is
not a capital asset.54 The difference to the individual shareholder
50. CODE § 1248.
51. A U.S. Shareholder is any shareholder of a CFC who owns 10 percent or more
(directly or constructively) of the voting power of a CFC. CODE § 951(b).
52. The operative words are: "than the gain recognized on the sale or exchange of
such stock" (emphasis added). CODE § 1248(a). See also Treas. Reg. § 1.1248-1(c)
(1964).
53. It may be that Washco is not as well off treating a portion of the sales price
as a capital gain as it would have been treating it all as a dividend, since the dividend
carries a foreign tax credit with it.
54. Examples of other sections which adopt the sale of assets approach are CODE
§ 306(a)(1)(A) (disposition of section 306 stock) and § 341(a) (collapsible corporations).
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between those two concepts (dividend treatment and non-capital
asset treatment) is insignificant. 5 To the corporate shareholder, however, the difference is material, because the dividend aspects of the
gain carry a foreign tax credit potential. Thus, upon a 1248 sale, the
amount treated as a dividend carries the same foreign tax credit
privileges as do actual dividends from foreign corporations." Distributions which are liquidating dividends are not treated as dividends
for purposes of the deemed paid tax credit and hence are not entitled
to a deemed paid tax credit under section 902. 51
There are a number of exceptions, limitations, and modifications
to the rules of section 1248 which are far too numerous to discuss in
5
this article. 1
C. Creation of Operationsin Venezuela.
1. Review of Those Facts Relating to Venezuela.
Under the fact pattern established for you by your new client,
you were told that although the celidicite was to be mined in Northern Brazil, it was to be processed in Venezuela. The reason for that
conclusion was that it was substantially more convenient, local laws
were more hospitable and that area of Venezuela offered a broaderbased labor pool.
The non-tax factors related to: creating a processing facility in
the proper area; buying the plant, equipment and supplies; hiring
qualified labor and a host of other matters, some trivial, some important.
Prior to taking any steps to solve those problems, however, you
must come to grips with the operational structure. Almost immediately four alternatives present themselves. The plant can be operated
(1) as a division of Washco Products; (2) as a Venezuelan subsidiary;
(3) as a division of Washco-Brazil; or (4) as a foreign corporation in
Venezuela but incorporated in another country.
55. The dividend treatment does not entitle the individual shareholder to a dividend exclusion because that rule only applies to dividends from domestic corporations.
CODE § 116(a).
56. Treas. Reg. § 1.1248-1(d)(1)(i)(1964).
57. Freeport Sulphur Co. v. United States, 163 F. Supp. 647, 58-2 USTC 9700 (Ct.
Cl. 1956) mdf'd on other grounds, 172 F. Supp. 462, 59-2 USTC 5939 (Ct. Cl. 1959).
See also Fowler Hosiery Company v. Comm'r, 301 F.2d 394, 62-1 USTC 9407 (7th Cir.
1962) and Associated Tel. & Tel. Co. v. United States, 306 F.2d 824, 62-2 USTC 9659
(2d Cir. 1962) cert. denied, 371 U.S. 950. Contra, Hay v. Comm'r, 145 F.2d 1001, 44-2
USTC 9522 (4th Cir.) cert. denied, 324 U.S. 863 (1945). The Hay case is probably bad
law and of dubious value at best.
58. The rules of the section only apply to U.S. shareholders. Hence, they do not
apply to those whose voting power does not equal 10 percent. The rules do not apply
to earnings attributable to Subpart F income to the extent previously taken into
income by the U.S. shareholder. A corporation that is a less developed country corpora-
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2. Operationsas a Division of Washco Products.
Although the considerations may appear to be the same as those
you weighed while determining if Washco-Brazil should operate as a
division or a subsidiary of Washco Products, there are some differences. One, Washco's operations in Brazil were in an extractive industry. That business carries its own special tax considerations-e.g.
depletion allowance. Two, the effective tax rate on operations in Venezuela may well be different than the rate in Brazil. The legal considerations (as compared with the financial result flowing fom the application of those considerations) are substantially similar however.
Hence, you must once again review the foreign tax credit provisions
and the provisions of section 482, but this time, with the Venezuelan
operation in mind.
3. Operations in Venezuela Through a Subsidiary Incorporated
in Venezuela.
The U.S. legal problems which your client will encounter by
incorporating in Venezuela are substantially similar to those it encountered in considering incorporating in Brazil. First, local law must
be considered as a prime factor in the decision regarding incorporation. 9 That factor, of course, requires the employment of local counsel.
Assuming local law is compatible with your client's goal (as it
usually will be in a new business activity context), U.S. law-mainly
the Internal Revenue Code-becomes your most difficult problem. In
view of the operation to be carried on in Venezuela, however, the
problems are probably going to be less severe than incorporating in
Brazil, with one major exception. The reason section 367 will, for the
most part, not be a material problem is that acquisition of the plant,
machinery, supplies, inventory and labor will most likely be on a cash
(or credit) basis. Consequently, the section 367 problem frequently
encountered upon the creation of a new foreign corporation ° may well
not be encountered in the incorporation of Washco-Venezuela. Additionally, even if the parent donates plant equipment to the foreign
subsidiary, it is likely that there will be little gain or indeed a loss 6
tion can shelter its shareholders from the impact of section 1248 in some cases. The
tax on individuals is limited mathematically. There are other exceptions, but the
above list suggests the complexity of the section.
59. As an example of the broad effect which local law can have on operations
within a foreign country, see the Decrees promulgated by President Carlos Andres
Perez on April 28, 1974 (published as Decrees No. 62 and 63 in Gaceta Official No.
1.650 Extraordinario, April 29, 1974) describing the rules pursuant to which foreign
companies are allowed to operate in Venezuela.
60. As described above, section 367 provides that the transfer of appreciated property to a foreign corporation requires an affirmative ruling to avoid recognition of gain.
61. One aspect of section 367 is that it cannot be used by the taxpayer. Not only
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so that the failure to obtain a ruling may be of little practical consequence.
The one material exception to that general conclusion relates to
the transfer by Washco Products of the know-how which forms the
basis for manufacture of the washers in Venezuela. Presumably, the
process used in the manufacture of the washers was developed over a
period of time in the United States by Washco Products and is being
transferred to the Venezuelan subsidiary. That transfer raises an
immediate section 367 problem. The initial issue relates to the
method of transfer. The process can be transferred pursuant to any
one of three methods: one, by license; two, by sale; or three, by
capital contribution.
License. A license of the process does not involve section 367, at
least on its face. If the license payment is arm's length royalty, then
an exchange as described in section 3512 has not occurred and, hence
the section is simply not applicable. Section 482 is more likely to be
applicable than is section 367, for under the regulations if the royalty
payment is not an arm's length payment, the District Director is
authorized to reallocate income in order to properly reflect an arm's
length price."
A further consideration is the probability that a withholding tax
will be imposed by Venezuela on the royalties."4 Although the tax is
a creditable tax under section 90165 that tax may, when added to
other creditable foreign taxes, increase the available foreign tax
credit above the limitation provisions of section 904.61 If the creditare losses not allowed in transactions that would be tax free if a ruling were not needed,
(the section speaks in terms of gain that is to be recognized), but also the taxpayer is
not allowed to offset gains with losses arising from the same transaction. American
Mfg. Co., 55 T.C. 144 (1970); Rev. Rul. 192, 1967-1 CuM. BULL. 141. Thus, if Washco
Products contributed a number of pieces of equipment to Washco Venezuela, some
representing a gain and some a loss, the full amount of the gain would be subject to
taxation, irrespective of the loss items.
62. Section 351 relates to the tax free incorporation of appreciated property when
the transferor has control of the recipient corporation immediately after the transfer.
63. Treas. Reg. § 1.482-2(d)(1)(i)(1968).
64. According to one authority, the withholding tax on royalties paid by a taxpayer in Venezuela for use of property other than films is 15 to 50 percent on 80 percent
of gross income. Diamond, Foreign Tax and Trade Briefs, International Withholding
Tax Treaty Guide, in VENEZUELA (1975).
65. Note that the withholding tax is a direct tax on Washco Products under
Section 901, rather than an indirect tax as is the case of Venezuelan income tax on
Washco-Venezuela's income which is subsequently remitted to the parent and creditable under the provisions of section 902.
66. The foreign tax credit limitation provisions are discussed above in text following note 17.
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able taxes do exceed the limitation amount, then it may well be that
the license route is excessively costly.
Sale. The problems created by a sale of the process are similar
to those found in the license, except that (1) the proceeds received
from Washco-Venezuela should be treated as capital gain rather than
ordinary income, 7 and (2) there may not be withholding tax if Venezuela treats the proceeds as something other than a royalty payment.
The section 482 problem persists, however, although the likelihood of
a 367 problem remains small.
Capital Contribution.If Washco Products transfers the process
to Washco-Venezuela without consideration, section 367 presents a
significant problem. Assuming that the process is "property"" and
has a zero basis, the taxpayer, Washco Products, will be deemed to
have transferred the property in exchange for Washco-Venezuela's
stock, 9 which will not qualify for non-recognition if a favorable ruling
is not obtained. Thus, if the value of the process were $3,000,000,
Washco Products will be deemed to have exchanged the process for
$3,000,000 worth of Washco-Venezuela's stock in a taxable transaction.
If, however, Washco Products decides to request a favorable ruling, you as the advisor must determine the probability of success and
what charge, if any, may be assessed. Your Bible, for that purpose,
is revenue procedure 68-23.10 Under that revenue procedure, a decision by the client is necessary. A favorable ruling would probably be
issued unless the service concludes that (a) Washco-Venezuela is
itself going to resell the process (unlikely), 7' or (b) the property being
transferred consists of:
United States patents, trade-marks and similar intangibles to be
used in connection with (1) conduct of a trade or business in the United
States, or (2) the manufacture in a foreign country of goods for sale or
consumption in the United States."
67. One of the frequently hidden issues found when the taxpayer transfers intangible assets in a taxable transaction is whether the intangible is properly classified as
"property" or something else, such as an "idea" or an "inventive conception."
That
problem must be considered because the taxpayer is entitled to capital gain treatment
only on the gain from the sale or exchange of property held for more than 6 months.
CODE §§ 1221; 1222(3). See Rev. Rul. 56, 1964-1 Cum. BULL. 133, for a discussion of
the meaning of "property" as used in the Code. See also Rhoades & Wallen, Section
1235: What it Does (and Does Not) Do as to Inventions-Patentedand Otherwise, 20
U. So. CAL. 1968 TAX INST. 677 for a broader discussion of the issue.
68. A trade secret is property in the section 367 context. Rev. Rul. 564, 1971-2
CuM. BULL. 179.
69. CODE § 367(d).
70. 1968-1 CUM. BULL. 821.
71. Rev. Proc. 23, 1968-1 CUM. BULL. 821, § 3.02(1)(a)(iv).
72. Id. at § 3.02(1)(b)(iii).
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If Washco Products cannot demonstrate that all of its foreign
produced washers will be sold overseas, it may not be entitled to a
favorable ruling. In either event, a degree of planning before the
ruling application is prepared is appropriate.
4. Operations in Venezuela Through a Division of WashcoBrazil.
One of the factors to consider in the creation of the foreign corporate structure is whether Washco-Brazil should extend its operations
to Venezuela.
Once again, both Brazilian and Venezuelan local law must be
considered. One of the key questions, of course, is whether either state
has a legal objection to such an arrangement. If it does not, your
client is once again required to turn to the Internal Revenue Code for
direction. As a branch or division of Washco-Brazil, the Venezuelan
operation would not be a related party, nor would it buy the raw
material from Washco-Brazil; rather, Washco-Brazil would merely
ship the material to the Venezuelan processing plant for manufacture
into the washers.
Two questions are raised at this point. One, how will the Venezuelan tax structure affect overall profits of a Brazilian corporation;
and two, is there any different U.S. income tax result arising from the
corporate structure involving a division of the Brazilian corporation
rather than the use of a Venezuelan corporation?
The first issue is one which you, as U.S. counsel, are ill-equipped
to handle. It simply must be referred to local counsel.
The second issue is by far more difficult. It raises a number of
sub-problems to consider. One relates to the deemed paid foreign tax
credit. 73 Since Washco-Brazil would be paying taxes to both Venezuela and Brazil, how should those taxes be treated when Washco74
Brazil distributes earnings to Washco Products?
Another sub-issue is the same as the issue that arose when we
were considering incorporating in Venezuela-that is, transferring
the know-how and other assets to the foreign subsidiary. The problem
remains the same, whether the foreign corporation is Brazilian or
Venezuelan.
A third sub-issue relates to what is referred to as the "branch
rule."75 The branch rule provides that in certain cases branches of
a CFC are to be treated as if they were wholly owned subsidiaries of
the CFC. That rule, however, is applicable only for determining foreign base company sales income and not for any other purpose. Since
73. CODE § 902.
74. The response to that inquiry is that all income is aggregated, as are all foreign
taxes, and treated as being derived from taxes paid to Brazil.
75. The branch rule is found in section 954(d)(2).
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the transfer of the raw material by Washco-Brazil to the Venezuela
operation, if it were a sale, would not create foreign base company
sales income, the branch rule is not material.
In view of the foregoing analysis, from a U.S. standpoint, there
is no material difference, conceptually, between the two structures,
a Venezuelan subsidiary or a branch in Venezuela of the Brazilian
operation. Hence, the two subsidiary structures will very likely be
preferred over the single subsidiary-branch structure, because two
subsidiaries offer more flexibility than does a single subsidiary with
a branch in terms of planning, allocating income between Brazil and
Venezuela and other steps.
5. Operationsin Venezuela Through a CorporationIncorporated
in Another Foreign Country.
The problems presented by the incorporation of the Venezuelan
operation in another foreign country, such as a tax haven (e.g., the
Cayman Islands, Netherlands Antilles) are again either local problems or U.S. tax problems. The tax problem involved is also found
in Subpart F of the Code. You may recall that foreign base company
sales income is income derived from the purchase and resale of personal property by a CFC to a related person"6 where the property is
produced in a country other than the country of incorporation. As a
matter of common sense (an element frequently lacking when tax
laws are drafted), it would seem that any income generated by a CFC
which arises from activity other than the purchase and resale of property should not be classified as Subpart F income. Common sense did
indeed prevail and that is the rule." Thus, if a CFC purchases raw
materials, processes them and sells the product it has processed,
Subpart F income will not be generated.
Applying that rule to the Venezuelan operation, the issue is
whether conversion of the raw material of celidicite into washers is
"manufacturing" within the scope of the rule. If it is, the income
generated by the Venezuelan operation will not be Subpart F income
even though the corporation is not incorporated in Venezuela. If the
activity in Venezuela does not rise to the status of manufacturing or
processing, however, then the income generated by the Venezuelan
operation will be Subpart F income and hence must be considered
76. Foreign base company sales income also includes purchases of personality
from a related party and its resale to a third person.
77. Treas. Reg. § 1.954-3(a)(4)(1963). The rule may be paraphrased as follows: If
the CFC manufactures, processes, or constructs products from parts and materials
which the CFC has purchased, the income which the CFC realizes from the sale of such
products is not Subpart F income, irrespective of the country in which the goods are
manufactured or processed or the country in which the products are to be consumed.
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income by Washco Products.
An item or commodity is "manufactured" within the meaning of
the regulations if it is "substantially transformed" by, in our situation, the Venezuelan operation.7 Some examples of manufacturing in
the regulations are woodpulp to paper; steel rods to bolts and screws;
fresh fish to canned fish.79 In view of those examples, there is little
doubt that conversion of the celidicite to washers is manufacturing
and thus the income generated by the sales of those washers is not
Subpart F income.
D. Operations in Europe.
Your client is psychologically against a multiplicity of corporations, so he has requested that you establish one, or at most two,
corporations in Europe, even though Washco Products' plumbing line
will be sold in all of the countries of Western Europe.
In view of that request, you tentatively decide to establish one
corporate selling organization in Switzerland, which will acquire a
warehouse in France and distribute not only Washco Products' line,
but other plumbing products throughout Europe.
Because Washco's line is rather narrow (selling only rubber and
plastic base plumbing products-no hardware) the client has estimated early years sales to be low, but growing materially in late 1978
and 1979 as follows:
Year

Washco's Products

Others' Products

1975
1976
1978
1979

$ 200,000
450,000
950,000
1,800,000

$600,000
750,000
850,000
750,000

Those figures are significant to you because if the bulk of the Swiss
subsidiary's sales are in countries other than Switzerland, as is most
likely, then the income generated by sales of Washco's products is a
classic example of foreign base company sales income. A material
question, however, relates to the manner of treating the sales of nonWashco products. We now turn to a rule developed to answer that
question.
Subsection (b) of section 954 contains a number of exclusions
and special rules. One of those rules, called the "30-70 rule," 0 pro78. Treas. Reg. § 1.954-3(a)(4)(ii) (1963).
79. Treas. Reg. § 1.954-3(a)(4) Exs. 1-3 (1963). See also Dave Fischbein Mfg. Co.,
59 T.C. 338 (1972) for a thorough discussion of the rule.
80. As a result of the Tax Reduction Act of 1975, P.L. 94-12, the 30-70 rule will
become as of the beginning of 1976 the 10-70 rule. That change results from an amendment to Section 954 (b)(3)(A) reducing the 30 percent figure to 10 percent. P.L. 94-12,
§ 602(e).
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vides that if foreign base company income comprises less than 30
percent of the gross income of the CFC for the taxable year, then none
of the CFC's gross income shall be treated as foreign base company
income. Conversely, if more than 70 percent of the CFC's gross income is comprised of foreign base company income, then all gross
income will be considered as foreign base company income."' Thus,
the result of that rule on the Swiss subsidiary is as follows:
Year

Result

1976

None of the income earned by the Swiss subsidiary will be
classified as Subpart F income because the sales of Washco's
products constituted but 25 percent of the Swiss company's
sales.

1977

In 1977, sales of Washco's products constituted almost 40
percent of the Swiss company's gross income, so the rule is
inapplicable and that 40 percent is treated as Subpart F. The
remaining 60 percent is treated as non-Subpart F income.
Although the effect is to merely increase the CFC's returned
earnings, there is no immediate effect on the U.S. shareholders.

1978

The result from 1978's operations is the same as from 1977,
legally. The amount of income to be taken up as a dividend
by Washco Products is $950,000 (less deductions), rather
than the smaller $450,000 from 1977, but that is the only
change.

1979

1979 brings an entire shift in result. The amount of Subpart
F income-that is, foreign base company sales income-is
just under 71 percent of the total income. As a result, under
the 30-70 rule, the entire amount of the Swiss subsidiary's net
income is to be taken into income by Washco Products.

After determining the amount of gross income which constitutes
Subpart F income, the subsidiary then calculates the proper deductions to be allocated to that income in order to arrive at net taxable
income which would constitute the constructive dividend.2
IV.

CONCLUSION

The decisions involved in expanding a domestic operation to a
multinational one are enormous in both number and complexity. Just
the few decisions necessary to determine the answers to the legal
questions discussed above have taken many printed pages to simply
81. CODE § 954(b)(3).
82. CODE § 954(b)(5). Subpart F income is defined as foreign base company income less deductions properly allocable to such income. The regulations for properly
allocating deductions are found at Treas. Reg. § 1.954-1(c)(1964).
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discuss, let alone resolve. And even those are but a few of the total
commercial and other legal considerations involved.
They must be analyzed and weighed, however. There is no short
cut, other than to break the overall job into parts and allocate them
amongst a number of subordinates for decision. The one hopeful light
is that after you do the first two or three, the rest become easier.

TRADE ACT OF

1974:

NEW REMEDIES AGAINST

UNFAIR TRADE PRACTICES IN INTERNATIONAL TRADE
THOMAS SILBIGER*

I.

INTRODUCTION

The Trade Act of 1974 empowers the President, for the first time
in seven years,' to negotiate and enter into international trade agreements substantially reducing, and in some cases eliminating entirely,2 duty rates on imports into the United States. Negotiations are
to proceed upon a determination by the President that existing duties
or other foreign import restrictions are "unduly burdening and restricting the foreign trade of the United States,"' and that other
purposes of the Act, such as securing for United States commerce
"substantially equivalent competitive opportunities" in foreign trade
are promoted thereby.' Additionally, broad authority is delegated to
the President for the purpose of negotiating agreements to "harmonize, reduce or eliminate barriers to international trade," the Congress having specifically determined that such barriers reduce the
growth of foreign markets for U.S. products and prevent open and
nondiscriminatory trade. 5 A "sector" approach is mandated, with a
negotiating objective of obtaining for appropriate manufacturing
product sectors, and the agricultural sector, competitive opportunities for United States exports to developed countries equivalent to
competitive opportunities afforded in United States markets to the
importation of similar products.'
Private participation in the negotiations is assured at all stages.
An Advisory Committee for Trade Negotiations, including up to 45
representatives of government, labor, industry, agriculture, small
businesses, service industries, retailers, consumer interests, and the
general public is established to provide overall policy advice on any
*Member of the firm Gilbert, Segall & Young of New York; LL.B., Harvard; B.S.,
Columbia; Fulbright Scholarship at Leiden University in the Netherlands.
1. Trade Act of 1974, 19 U.S.C. § 2101 (1974) [hereinafter cited as Trade Act].
Presidential authority under the Trade Expansion Act of 1962 expired in 1967.
2. Duties in effect on January 1, 1975 at a rate of 5 percent or less may be
eliminated entirely; those over 5 percent may be reduced by up to 60 percent. Trade
Act § 101(b), 19 U.S.C. § 2111(b) (1974). Provision is also made for negotiating increases, up to 50 percent of the rate set forth in Column 2 of the Tariff Schedules of
the United States, or a rate which is 20 percent ad valorem above such rate, whichever
is higher. Trade Act of 1974 § 101(c), 19 U.S.C. § 2111(c). Trade Act § 109, 19 U.S.C.
§ 2119 sets forth certain staging requirements.
3. Trade Act § 101(a), 19 U.S.C. § 2111(a)(1974).
4. Trade Act § 2(2), 19 U.S.C. § 2102(2)(1974).
5. Trade Act § 102(a), 19 U.S.C. § 2112(a)(1974).
6. Trade Act § 104(a), 19 U.S.C. § 2114(a)(1974).
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trade agreement affecting duty rates or other trade barriers. Further,
the Trade Act provides that the President shall, on his own initiative,
or at the request of organizations in a particular sector, establish such
industry, labor or agricultural sector advisory committees as he determines to be necessary for any trade negotiations. These latter sector
committees, and general policy advisory committees which may be
established by the President, are to meet before and during any trade
negotiations to provide policy advice on negotiations as well as technical advice and information with respect to particular products, and
to issue formal reports at the conclusion of each trade agreement. The
sector committee reports are to evaluate the equity and reciprocity
of the agreement within their sectors, as a means of enabling Congress to judge whether the negotiation achieved mutual benefits for
the commerce of the United States.'
Prior to entering into any of the foregoing trade agreements, the
President is to seek the advice of the International Trade Commission
(formerly the Tariff Commission), which is to investigate, among
other things, competitive conditions between domestic and foreign
industries producing like articles. Public hearings are mandated for
any interested persons to present their views.'
It is clear, therefore, that, apart from the special provisions of the
Act permitting unilateral duty-free treatment for certain goods from
developing countries,9 the focus of the Act is directed toward a new
round of international negotiations aimed at removing impediments
to the free flow of trade. Thus the Act also directs the President to
seek an extensive review of the General Agreement on Tariffs and
Trade (GATT) to establish the principles of an "open, nondiscriminatory and fair world economic system,"'' 0 and grants to the President
conditional authority to enter into bilateral agreements extending
nondiscriminatory (most-favored nation) status in the United States
market to the Communist countries whose products do not currently
receive such treatment."
7. Trade Act § 135, 19 U.S.C. § 2155(1974). STAFFS OF THE HOUSE COMM. ON
FINANCE AND THE HOUSE COMM. ON WAYS AND MEANS, 93RD CONG., SUMMARY OF THE
PROVISIONS OF H.R. 10710 AT 3 (1974) [hereinafter cited as SUMMARY]. Trade agreements for the removal of nontariff barriers must be submitted to Congress at least 90
days before they enter into force, together with any necessary implementing legislation, which must be enacted into law before the agreements enter into force. Trade Act
§ 102(d), (e), 19 U.S.C. § 2112(d), (e).
8. Trade Act § 131, 19 U.S.C. § 2191 (1974).
9. Trade Act §§ 501-505, 19 U.S.C. §§ 2461-2465 (1974).
10. Trade Act § 121, 19 U.S.C. § 2131 (1974).
11. Trade Act §§ 401-5, 19 U.S.C. §§ 2431-2435 (1974). Only Yugoslavia and
Poland currently receive such treatment. SUMMARY, supra note 7, at 17. The first such
agreement was entered into with Rumania on April 24, 1975. 40 Fed. Reg. 18389.
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However, notwithstanding the focus on an era of free trade
through international cooperation, the Trade Act strengthens provisions available for relief against the flow of imports in three important ways: (1) by authorizing the President to impose temporary
import surcharges to prevent serious balance of payments deficits or
dollar depreciation; 2 (2) by liberalizing present provisions for domestic industry and worker relief caused by increased import competition; 3 and (3) by broadening the procedural and substantive remedies available to domestic industry against unfair trade practices in
international trade.
This article will examine the scope of the three principal statutory provisions against unfair trade practices affected by enactment
of the Trade Act: (1) the Antidumping Act of 1921,1 which provides
for "dumping duties" to offset the effect of injurious price discrimination by foreign exporters in their sales on the United States market;
(2) Section 337 of the Tariff Act," which permits exclusion of articles
imported under conditions of unfair competition injurious to domestic industry; and (3) the countervailing duty law, 7 which provides for
"countervailing duties" to offset benefits accorded to foreign exporters as a result of subsidization of their exports. In each of these areas,
the Trade Act substantially improves the remedies available against
the unfair practices by providing for expedited consideration of complaints, extending judicial review to domestic complainants as well
as importers adversely affected by a determination, and in the case
of the antidumping and countervailing duty laws, expanding the substantive areas of unfair practices against which the relief may be
afforded.'
II. ANTIDUMPING
The Antidumping Act dates back to 1921 and is geared to attack
the practice of international price discrimination, whereby sales are
made at one price on a foreign market and at a lower price on the
United States market with injury or likely injury to domestic indus12. Trade Act § 122, 19 U.S.C. § 2132 (1974).
13. Trade Act, Title I.
14. Trade Act, Title Ill.
15. 19 U.S.C. §§ 160-71 (1974).
16. 19 U.S.C. § 1337-1337(a)(1974).
17. 19 U.S.C. § 1303 (1974).
18. The relief against "unfair trade practices" is to be distinguished from the relief
against "injury caused by import competition" which is not "unfair". The availability
of such relief was also substantially liberalized by the Trade Act and may take the form
of duty increases, tariff-rate quotas, quantitative restrictions, orderly marketing restrictions, where the imports are shown to be a "substantial cause of serious injury or
the threat thereof" to a domestic industry. Trade Act, Title II; see SuMMARY, supra
note 7, at 7-9.
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try. The initial determination of discrimination requires a finding by
the Secretary of the Treasury that
• . . a class or kind of foreign merchandise is being, or is likely to
be, sold in the United States or elsewhere at less than its fair value...11

Upon making such finding, the matter is referred to the International Trade Commission for a determination of
• . . whether an industry in the United States is being or is likely to
be injured, or is prevented from being established.20

After a period of relative dormancy, the Act has spurred renewed
interest in recent years on the part of domestic industries ranging
from steel and cast iron pipe to ice cream sandwich wafers and instant potato granules. While the entire period from October 1, 1954
to July 31, 1971 spawned only 77 findings of "sales at less than fair
value" referred to the Tariff Commission,2' there were approximately
65 cases before the Commission in the three year period from July 1,
1971 to June 30, 1974.2 With the advent of improved and expedited
statutory proceedings under the Trade Act, expanded concepts of
"sales at less than fair value", and judicial review of negative injury
determinations by domestic complainants, renewed and continued
activity may be anticipated.
A. Fair Value Determinations
A determination under the Antidumping Act may be initiated,
under present regulations, either by customs officials on their own
initiative, or by any person outside the Customs Service who communicates-on behalf of an industry-a complaint to the Commissioner
of Customs. The Trade Act amendments require a determination by
the Secretary, within thirty days after the receipt of information
alleging sales at less than fair value and injury to an industry,
whether to initiate an investigation. An affirmative determination is
to be published in the Federal Register; upon a negative determination, the inquiry is closed.n The concept of "fair value" is undefined,
but the statute requires the Secretary to determine within six months
after notice of initiation of the investigation, whether

19. 19 U.S.C. § 160(a)(1974).
20. Id.

21. U.S.

TARIFF CoMM'N, INJURY DETERMINATIONS UNDER THE ANrmUMPING ACT,

Tariff Comm'n Pub. 451, (6th ed. Dec. 1951).
22. U.S. TAanFmCOMM'N, ANNUAL REPORTS (1971-1974).
23. The regulations require, particularly for outside complaints, a fair degree of
substantiation, with respect to value and prices, names of exporters and importers, and
injury. A summary proceeding to determine whether investigation is warranted is
provided, with notice in the Federal Register if the decision is affirmative. 19 C.F.R. §
153.25 et seq. Thus the Act-incorporates the basic tenets of the 1972 regulations, adding
the important 30-day deadline. 19 U.S.C. § 160(b,c).
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• . . the purchase price is less, or that the exporter's sales price is
less or likely to be less, than the foreign market value (or, in the absence
of such value, than the constructed value) . . .2

Each of these terms is defined in the statute, and an affirmative
determination is equated to a finding of sales at less than fair value,
requiring further notice in tHe Federal Register and reference of the
matter to the Tariff Commission. More significantly, the determination permits the withholding of appraisement-suspending final determination of the amount of duties owed-for a period commencing
up to 120 days before the notice of initiation of the complaint.2
The basic statutory concept of sales at less than fair value is a
comparison of the U.S. price of an imported product with the price
of the product in the exporter's home market. The "purchase price"
is basically the price at which the importer buys the merchandise,
adjusted to include costs or charges arising prior to the merchandise
being placed in condition packed for export, and excluding those
arising thereafter. "Exporters sales price" is the price at which the
exporter sells or agrees to sell in the United States, with various
deductions for costs, such as selling commissions and import duties,
incurred in the United States market. It is employed generally when
the exporter and the importer are related parties. The "foreign market value" is the comparable sales or offering price in the exporter's
home market, or in third country markets if home market sales are
made only in insignificant quantities. "Constructed value" is determined on the basis of cost of materials and fabrication, plus usual
profit and general expenses incurred in producing the merchandise in
the home market. It is used when the home or third country sales are
inadequate or unrepresentative for purposes of comparison with the
26
sales for exportation to the United States.
While the determination of sales at less than fair value at first
appears to be a simple comparison of two prices, it is complicated by
such factors as non-arm's length sales, sales at differing levels of
distribution in the two markets under consideration, sales in differing
quantities, and sales with differing conditions.
1. Multinational CorporationDumping
The Trade Act adds a new concept of dumping-specifically
aimed at multinational corporations-which was beyond the reach of
the Antidumping Act. The process of comparing home market or
third country sales to those in the United States market, prior to the
24. 19 U.S.C. § 160(b)(1974). Extension to nine months is permitted if the Secretary concludes that the determination cannot reasonably be made.
25. 19 U.S.C. § 160(a), (b) (1974).
26. 19 U.S.C. §§ 162-65 (1974).
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Trade Act, did not extend to an overview of whether various subsidiaries in different countries were subsidizing, in their home markets,
sales at a low price to the United States. For example, a company or
its subsidiary in country A may be selling at low prices to the United
States, with only insignificant or no sales in its home market, while
factories of the same company or an affiliate which are located in
other countries may be selling primarily in their home markets at
higher prices. The profitability of the overall operation may be largely
dependent on these home market sales, which effectively subsidize
the low-price export sales to the United States. 7 However, the Antidumping Act was limited in scope to examining the sales of the supplier in country A, either in its home or export market, in determining
whether sales at fair value were taking place.28
The new statute therefore authorizes the Secretary to determine
"foreign market value" by reference to foreign market value at which
the merchandise or similar merchandise is sold in substantial quantities outside the country of exportation,whenever he determines that:
(1) merchandise exported to the United States is being produced in
facilities which are owned or controlled, directly or indirectly, by a person, firm, or corporation which also owns or controls, directly or indirectly, other facilities for the production of such or similar merchandise
which are located in another country or countries;
(2) the sales of such or similar merchandise by the company concerned in the home market of the exporting country are nonexistent or
inadequate as a basis for comparison with the sales of the merchandise
to the United States; and
(3) the foreign market value of such or similar merchandise produced
in one or more of the facilities outside the country of exportation is higher
than the foreign market value, or, if there is no foreign market value, the
constructed value, of such or similar merchandise produced in the facilities located in the country of exportation... "

In making his determination, adjustments are to be made for
differing costs of production in the different countries (including
taxes, labor, materials and overhead), in addition to other cost differ-

ences presently authorized.
27.
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1974,

REPORT OF THE SENATE COMM. ON FINANCE, TO-

G9rHER WITH ADDmONAL VIEWS ON H.R. 10710, S. Doc No., 93rd Cong., 2d Sess. 17475 (1974) [hereinafter cited as SENATE REPORT].
28. The SENATE REPORT concludes that all exports of merchandise produced in
country A may be sold at uniformly low prices, creating an illusion of no dumping by
comparison of the multinational corporations' prices on exports to the United States
with low prices on exports to other foreign countries. In the meantime, sales in countries B and C at high prices may be maintained by protected markets, e.g., restrictions
against purchasing foreign-made equipment. Id. at 175.
29. Trade Act § 321, 19 U.S.C. § 164.
30. SENATE REPORT, supra note 27, at 176.
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Because of the apparent complexity of the subject matter, exercise of the authority under the section is discretionary with the Secretary. The draftsmen of the section anticipated that the price of preponderant sales of most of the similar merchandise would be used for
comparison, or, if no preponderant sales exist, a weighted average of
the prices at which substantial quantities were sold. Sales ina country which does not export to the United States, if substantially
greater than sales in a second country, are anticipated to be used,
particularly if at substantially higher prices, since that country would
then appear to be the primary source of subsidization.3'
2. State-Controlled Economy Dumping
The Trade Act codifies existing Treasury regulations32 governing
the determination of sales at less than fair value in the case of exports
from controlled economies. In this case, the foreign market value is
to be determined on the basis of the price at which similar merchandise is produced in a non-State controlled economy country for home
consumption or for export, or on the basis of the constructed value
of the similar merchandise in the non-State controlled economy.3
Absent an adequate basis for comparison in other non-State controlled economy prices, the prices of merchandise produced in the
34
United States may be used as the basis of comparison.
3. Sales Below Cost
As previously indicated, the Antidumping Act permitted a determination of sales below value to be based on "constructed value" only
if there were inadequate sales in the home market or third country
markets to determine a foreign sales price. The Trade Act amendment provides that when the Secretary has reasonable grounds to
believe below cost sales exist in the home or third country markets,
he is to determine whether in fact such sales are made at less than
the cost of producing the merchandise. In such event, if the sales have
been made over an extended period of time and in substantial quantities, and are not at prices which permit recovery of all costs within a
reasonable period of time in the normal course of trade, the sales are
to be disregarded in the determination of foreign market value. In
such case, if inadequate35 sales exist, constructed value may be used
for basis of comparison.
Thus sales below cost, under the aforementioned conditions, may
now in themselves justify a dumping determination without reference
31.
32.
33.
34.
35.

Id.
19 C.F.R. § 153.5(b).
Trade Act § 321, 19 U.S.C. § 164(c).
SENATE REPORT, supra note 27, at 174.
Trade Act § 321, 19 U.S.C. § 164(b).
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to comparative sales prices. The amendment is not intended to encompass short-term loss sales, such as sales of obsolete or end-of-year
merchandise, nor to require recovery of large research and development expenses of products such as commercial aircraft in the first
year or two of sales."
B. Injury Determinations
As noted above, once the Treasury Department has made a determination of sales at less than fair value, the matter is referred to
the Tariff Commission for determination of injury, likely injury, or
prevention of establishment of an industry in the United States.
1. "Industry in the United States"
The consideration of what constitutes an industry in the United
States has generally been broadly determined by the Tariff Commission. In most of the recent cases considered by the Commission, the
industry is considered to be the "facilities in the United States devoted to . . ." whatever the particular object of the investigation is.
For instance, in a decision concerning possible dumping of Japanese
wrenches, pliers, screwdrivers, and metal-cutting snips and shears,
the industry was considered to be the facilities in the United States
devoted to production of these items.3 7 However, within that industry, the Commission noted that there were three differentiated
markets: professional quality high price tools serviced primarily by
hardware stores; medium-quality tools serviced by department
stores; and low-priced, low-quality tools served by discount outlets,
drug stores and supermarkets. It noted that the domestic industry's
market had characteristically been the professional tools (more than
75 percent of sales) and the medium-quality tools, while the Japanese
tools had been limited mainly to the low-priced tool markets which
was a new market largely developed by importers of these tools.
In Regenerative Blower/Pumps from West Germany5 the major36. SENATE Rmowr, supra note 27, at 173.
37. Wrenches, Pliers, Screwdrivers and Metal Cutting Snips and Shears From
Japan, Investig. No. 1921-141, Tariff Comm'n Pub. 696 (Oct. 1974). See also Picker
Sticks from Mexico, Investig. No. AA 1921-139, Tariff Comm'n Pub. 671, (May 1974).
"We consider the industry in the United States that is being injured to consist of those
facilities of U.S. firms that are devoted to the production of picker sticks, a replaceable
wooden part of shuttle looms"; Primary Lead From Australia and Canada, Investig.
Nos. AA 1921-134, 135, Tariff Comm'n Pub. 639 (Jan. 1974). Relevant U.S. industry
found to consist of "the facilities in the United States devoted to production of primary
lead." Ice Cream Sandwich Wafers from Canada, Investig. No. AA 1921-33, Tariff
Comm'n Pub. 460 (Feb. 1972), where the Commission, in holding that the industry
consisted of U.S. facilities making ice cream wafers, noted that they were a distinct
product, different from other forms of cookies.
38. Investig. No. AA 1921-140, Tariff Comm'n Pub. 676 (May 1974).

1975

TRADE AcT OF

1974

ity noted that it was not necessary to consider whether the industry
consisted of all U.S. producers of air-moving machines, two U.S.
firms which manufactured regenerative blower/pumps for applications in electronic computers and vacuum cleaning systems, or the
facilities of all U.S. producers in production of the types of regenerative blower/pumps imported from West Germany. In considering the
question of injury to the domestic industry, the Commission found
that the imports had a sufficient number of technical advantages so
that they were not competing in the same market with the domestic
industry as defined in the first two alternatives, and for the same
reason an industry within the third alternative did not exist. Simi39
larly, in Iron and Sponge Iron Powders from Canada
where the
industry was considered to be all facilities in the United States engaged in production of the powders, the Commission differentiated
functional markets. Although it found that imported powders were
comparable to domestic ones, it noted that thc domestic powders
were produced by different processes and used in the production of
parts for machines and equipment, while the imports were of low
compressibility grades not suitable for that purpose without expensive retooling.
A second type of industry differentiation has occurred in geographical terms. Characteristically, the Commission has fashioned a
geographical market area in cases where the products under consideration are of a heavy, low-value nature. An illustration is Steel Wire
Rope From Japan,d0 where the Commission first noted that the applicable industry was the U.S. facilities engaged in producing steel wire
rope. The industry consisted of 17 U.S. firms with 23 plants in 13
states, and had traditionally recognized "zones" or "regions" serviced
by regional plants or warehouses. The Commission directed its primary attention to the three regional areas of the Pacific Northwest,
Pacific Southwest and South Central Region where most of the imports were directed, in determining that there were "significant
freight-cost differentials" between the various regions, as well as
"separate and distinct regional pricing and discounting levels that
reflect specific regional market characteristics and competition."
Penetration of the imports in the regional markets was considered
sufficient to be injurious to the entire industry.
In Cast-Iron Soil-Pipe Fittings From Poland, the Commission
again considered the industry as a whole, but directed its analysis to
the tri-state area of New York, New Jersey and Pennsylvania where
the imports were concentrated, noting that:
39. Investig. No. AA 1921-136, Tariff Comm'n Pub. 642 (Jan. 1974).
40. Investig. No. AA 1921-124, Tariff Comm'n Pub. 608 (Sept. 1973).
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Because of their high transportation costs relative to their value,
such fittings are more profitably sold near their point of manufacture, or,
as with imports, near their point of entry."
2
In Asbestos Cement Pipe From Japan,"
the industry was considered
to be the entire U.S. facilities for production of the pipe, consisting
of four companies with 14 plants. The imported pipe entered at west
coast ports and was sold almost entirely on the west coast, where four
of the domestic plants were located. These four plants similarly were
found to limit their output largely to the same market. Although the
effect on the national market was considered minimal (2-3 percent of
the asbestos cement pipe), the substantially greater effect on the
western market (6-7 percent) was determined to be an adequate injury to a U.S. industry. Thus, the majority opinion ruled that:

• . . the market penetration achieved by Japanese pipe on the west

coast indicates significant displacement of domestic pipe and considerable loss of sales by domestic producers supplying that area. Such effects
in the west coast market, which is an important part of the total market
served by domestic producers, signify injury3 to the domestic industry
under the terms of the antidumping statute.

The propriety of regionalizing an industry was endorsed by the
United States Customs Court in Ellis K. Orlowitz Co. v. United
States," an action brought by certain importers of cast-iron soil pipe,
who claimed that the Commission incorrectly determined that six
producers of cast-iron soil pipe in California constituted an industry.
2. Injury
A number of factors are consistently considered by the Commission in determining whether there is injury to the industry. These
may be summarized as (1) loss of domestic sales; (2) foreign market
penetration; (3) price depression or suppression; (4) declining domestic profits; (5) increasing domestic inventories or idle capacity; (6)
loss of customers; (7) market disruption.
In Racing Plates From Canada, many of these factors were present in what the Commission considered a "classic" dumping situation:
The Canadian producer set the U.S. price for its horseshoes at a
level it felt was necessary for the company to gain a foothold in the U.S.
market and then to expand and consolidate its position as a major sup41. Investig. No. AA 1921-100, Tariff Comm'n Pub. 515 (Sept. 1972). Declining
market penetration by imports in the area contributed to a finding of no injury.
42. Investig. No. AA 1921-91, Tariff Comm'n Pub. 483 (May 1972).
43. See also Northern Bleached Hardwood Kraft Pulp From Canada, Investig.
No. AA 1921-105, Tariff Comm'n Pub. 530 (Dec. 1972) in which three Commissioners
considered an injury to producers in the Northeast "competitive market area" to be
an injury to an industry in the U.S.
44. 200 F. Supp. 302 (A.R.D. 1961).
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plier to that market. The U.S. price of the Canadian product, which
included a significant dumping increment, was fixed materially below the
level of prices of domestic horseshoes. The large margins by which the
LTFV imports of aluminum horseshoes undersold the domestically produced articles enabled the Canadian supplier to obtain a significant share
of the U.S. market, suppressed U.S. producers' prices, and resulted in
lost sales to U.S. producers and their dealer/distributors."5

As a general rule, when the domestic industry is in a healthy and
and expanding period, no injury will be found. For instance, where
the domestic wrench, pliers, screwdriver and metal cutting snips and
shears industry had increased its sales by 39 percent during the period of investigation, had increased its unfilled orders, and had increased prices and maintained profits, the industry was not injured
by less than fair value (LTFV) imports which had expanded during
the same period." On the other hand, where imports of Japanese
roller chain increased their share of the total market from 13 to 31
percent over a four year period of LTFV sales, prices were forced
down to meet import competition, and a substantial number of sales
were lost by domestic producers, the requisite injury was found to be
present. 7 In the case of imported bleached pulp from Canada, an
affirmative determination covering a period in 1971 (when the industry was facing a substantial slowdown) was lifted in 1974 after an
economic recovery had taken place.4 8 In the earlier period, the Commission had determined that prices were depressed, profits declining,
inventories rising, and excess capacity growing, and that Canadian
producers, faced with the same economic conditions, had begun to
discount their export prices to the United States, thereby increasing
their share of the market. By 1974, however, the prices had climbed,
demand had increased, and the domestic industry was operating at
full capacity.
The principal factors determinative of injury were reviewed at
length in the case of Metal Punching Machines, Single-End Type,
Manually Operated, From Japan:
Price depression, one form of injury, typically results when the underselling of the imported produce-where such underselling is at least
partially sustained by the dumping margin-forces domestic producers
to lower their prices in order to protect their market share. Price
suppression,usually cited together with price depression, refers generally
to the situation in which the unfair price of the LTFV article prevents
45. Investig. No. AA 1921-37, Tariff Comm'n Pub. 645 (Jan. 1974).
46. Wrenches, Pliers, Screwdrivers, and Metal Cutting Snips and Shears from
Japan, Investig. No. 1921-141, Tariff Comm'n Pub. 696 (Oct. 1974).
47. Roller Chain From Japan, Investig. No. AA 1921-11, Tariff Comm'n Pub. 552
(Mar. 1973).
48. Northern Bleached Hardwood Kraft Pulp from Canada, Investig. No. AA
1921-105A, Tariff Comm'n Pub. 681 (Sept. 1974). See also note 43, supra.
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domestic producers from increasing their prices in accordance with rising
costs, or in accordance with other factors which would probably justify
higher prices.
Market penetration, the supplying of part of domestic consumption
by imports, may be considered injurious when sales which could have
been made by the domestic producers are instead made by importers of
the LTFV merchandise.
Market disruption. . . is a wide-embracing term applied to circumstances of extreme market behavior. Such behavior could consist of abnormal price declines, market uncertainty including the departure of
firms from the market place, and unusually rapid market penetration.
(Emphasis added)."

If imports at LTFV are nonetheless selling at prices above domestic market prices, injury will not generally be found. This situation results in a so-called "technical dumping," where the imported
product is sold at a price which is not lower than needed to make the
product competitive in the U.S. market, even though it is lower than
the home market price. 5° This situation occurred, for instance, in the
case of the aforementioned manually-operated metal punching machines, where the imports had substantially increased their share of
the domestic market, but price was determined not to have been a
factor. Both domestic and import prices had increased, and the domestic products were selling at lower prices. The Commission found
that the market penetration was attributable to superior delivery
schedules. In the case of Electronic Color Separating or Sorting Machines From United Kingdom," no injury was found where purchasers had testified that better adaptability and ease of maintenance
were the factors leading to purchase of imports, rather than price,
which was in most cases higher for the LTFV imports. It has also been
held to be necessary, particularly in the bid contract cases, that the
margin of import underselling attributable to the LTFV pricing be a
determinative factor. Thus in ManualHoists From Luxembourg, 51no
injury was found where the evidence disclosed that even absent
LTFV pricing the importer could have underbid the domestic competitor. In the case of imported papermaking machinery from Sweden, which was produced to specification under contracts in excess
of $10 million, LTFV margins of "several hundred thousand dollars"
were held not injurious, since their elimination would not have resulted in a price advantage to the lowest bidding domestic competition.53 Where the dumping margin was small in relation to the underselling by a Japanese importer of germanium point contact diodes for
49.
50.
51.
52.
53.

Investig. No. AA 1921-123, Tariff
SENATE REPORT, supra note 27, at
Investig. No. AA 1921-123, Tariff
Investig. No. AA 1921-113, Tariff
Investig. No. AA 1921-128, Tariff

Comm'n
179.
Comm'n
Comm'n
Comm'n

Pub. 640 (Jan. 1974).
Pub. 609 (Sept. 1973).
Pub. 560 (Mar. 1973).
Pub. 618 (Oct. 1973).
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use in radio and television receivers, it was held not a materially
contributing factor to any injury which may have been suffered by
the domestic industry. 5'
The determining consideration is whether the LTFV sales are a
causative factor in the injury. A substantial dumping margin will
usually be a material factor resulting in a positive determination if
sales and prices are decreasing in the domestic market. In Stainless
Steel Wire Rods From France,55 penetration of French LTFV imports
to 15 percent of the total U.S. market and price differentials of 30
percent were determined to cause injury where the domestic industry
had lost sales and substantially reduced profits. In Expanded Metal
of Base Metal From Japan," injury was found where the LTFV imports were priced substantially below domestic industry prices, the
percentage of total consumption had increased from 2.1 to 4.3 percent, and from 9 to 22 percent in the primary region of competition
(9 Western States), and a substantial price and profit decline had
been experienced by domestic industry. In a case involving power
transformers," the dumping margins averaged 9.8 to 33.0 percent and
importers had undersold domestic suppliers by 2.8 to 33.7 percent,
penetrating to a 7 percent share of the domestic market. Accordingly,
the margin was determined to contribute substantially and in most
cases completely to the injury suffered by domestic industrydepressed prices, and lost profits and sales. On the other hand, in
determining whether a domestic industry has been injured, a market penetration of 1 percent has been considered de minimis in recent
decisions,5" particularly where the overall domestic consumption had
increased along with profits;59 however, the likelihood of injury in this
situation remains a consideration. Where the margin of underselling
is substantial, however, market penetration of 2.4 to 3.6 percent was
considered injurious' although 2 percent was not considered injurious
54. Germanium Point Contact Diodes From Japan, Investig. AA 1921-125, Tariff
Comm'n Pub. 611 (Sept. 1973).
55. Investig. No. AA 1921-119, Tariff Comm'n Pub. 596 (July 1973).
56. Investig. No. AA 1921-130, Tariff Comm'n Pub. 629 (Nov. 1973).
57. Large Power Transformers From France, Italy, Japan, Switzerland, and the
United Kingdom, Investig. No. AA 1921-86/90, Tariff Comm'n Pub. 476 (Apr. 1972).
58. Color Television Picture Tubes From Japan, Investig. No. AA 1921-104, Tariff
Comm'n Pub. 529 (Dec. 1972); Welded-Wire Mesh From Belgium, Investig. No. AA
1921-24, Tariff Comm'n Pub. 497 (July 1972).
59. Printed Vinyl Film From Brazil and Argentina, Investig. No. 1921-117, 118,
Tariff Comm'n Pub. 595 (July 1973). See also Cold-Rolled, Stainless Steel Sheet From
France, Investig. No. AA 1921-126, Tariff Comm'n Pub. 615 (Oct. 1973).
60. See infra, text accompanying notes 71-77.
61. Ice Cream Sandwich Wafers From Canada, Investig. No. AA 1921-83, Tariff
Comm'n Pub. 460 (Feb. 1972).
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in another case. 2
If the injury to domestic industry is not attributable to LTFV
sales, no dumping duty may be imposed. Thus, where reduced operating margins of domestic suppliers are found to be caused by external factors, such as increased material costs, price controls, or a prolonged strike, the requisite "evidence of causality" is lacking,63 as it
was when a complainant U.S. producer of pentraerythritol which had
only been operating for six weeks prior to filing its antidumping complaint was forced to close down because of technical problems. 4 However, the existence of contributing factors other than LTFV sales,
such as customer dissatisfaction with quality and delivery, and customs duty reductions, do not preclude an injury determination, when
substantial market penetration and related factors such as price depression and loss of earnings are present. 5 Thus, even though an
industry is itself depressed by oversupply, LTFV sales may be considered injurious:
Besides less than fair market sales, other causes of injury are also
present, but sales at less than fair value do not have to be the sole cause,
the major cause, or greater than any other single cause of the injury. All
that is required for an affirmative determination is that the less than fair
value sales be a cause of injury to an industry. The causation between
sales at less than fair value and injury must be identifiable, i.e. the injury
must result from the less than fair value sales."
62. Instant Potato Granules From Canada, Investig. No. AA 1921-97, Tariff
Comm'n Pub. 509 (Sept. 1972).
63. Wrenches, Pliers, Screwdrivers, and Metal Cutting Snips and Shears from
Japan, Investig. No. 1921-141, Tariff Comm'n Pub. 696 (Oct. 1974).
64. Pentaerythritol From Japan, Investig. No. AA 1921-96, Tariff Comm'n Pub.
508 (Sept. 1972); Perchloriethylene From Italy, Japan and France, Investig. No. AA
1921-106, 107, 108, Tariff Comm'n Pub. 531 (Dec. 1972) ("outmoded technology").
65. Bicycle Speedometers from Japan, Investig. No. AA 1921-98, Tariff Comm'n
Pub. 513 (Sept. 1972).
66. Elemental Sulfur From Mexico, Investig. No. AA 1921-92, (May 1972). See
also SENATE REPORT, supra note 27, at 180:
• . . The term "injury", which is unqualified by adjectives such as
"material" or "serious," has been consistently interpreted by the Commission as being that degree of injury which the law will recognize and
take into account. Obviously, the law will not recognize trifling, immaterial, insignificant or inconsequential injury. Immaterial injury connotes
spiritual injury, which may exist inside of persons not industries. Injury
must be a harm which is more than frivolous, inconsequential, insignificant, or immaterial.
Moreover, the law does not contemplate that injury from less-thanfair-value imports be weighted against other factors which may be contributing to injury to an industry. The words "by reason of" express a
causation link but do not mean that dumped imports must be a (or the)
principal cause, a (or the) major cause, or a (or the) substantial cause of
injury caused by all factors contributing to overall injury to an industry.
In short, the Commission does not view injury caused by unfair corn-
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C. Cumulative Effect of Imports From Varying Countries
In a number of cases the Commission has been concerned with
LTFV imports of the same or similar products from two or more
countries. For example, in its consideration of large power transformers, LTFV imports from France, Italy, Japan, Switzerland and the
United Kingdom were before it. The cumulative effect-a 7 percent
market penetration-was considered adequate to warrant an injury
determination, and a dumping duty was imposed with respect to
imports from each country:
An analysis of the bid-pricing practices of the producers in each of
the five countries named by the Treasury Department in its determination showed that each country had producers that undersold U.S. producers by appreciable margins. Following a well established precedent of
this Commission, we perceive no reason for separating any country from
this affirmative determination. Each country made a substantial contribution to the injuries incurred by the LTFV imports.
5
two ComIn Primary Lead Metal From Australia and Canada,"
missioners determined that imports from the two countries should be
viewed cumulatively, noting that lead was essentially fungible and
customers drew no distinction as to the source. The other two Commissioners participating in the decision viewed the facts that there
was no concert of action between the importers from the two countries
who in reality competed with each other, that the Canadian sales
were "spot" while Australian sales had a four-month lead time, and
that market penetration from the two countries differed substantially, as calling for differentiation.
The issue of cumulative injury was recently determined by the
Customs Court in City Lumber v. United States," an action brought
by three importers of Portland cement from Portugal. Two of the
appellants in the case previously had been determined to have been
dumping Portland cement from Sweden and Belgium, and claimed
that the Commission had acted improperly in construing "injury" to
include prolongation of an injury caused by their imports from other
countries. The Commission had ruled that their defense of merely

petition, such as dumping, to require as strong a causation link to imports
as would be required for determining the existence of injury under fair
trade conditions.
The Commission's affirmative determinations that an industry "is
likely to be injured" by less-than-fair-value imports are based upon evidence showing that the likelihood is real and imminent and not on mere
supposition, speculation, or conjecture.
67. Large Power Transformers From France, Italy, Japan, Switzerland, and the
United Kingdom, Investig. No. AA 1921-86/90, Tariff Comm'n Pub. 476 (Apr. 1972).
68. Investig. No. AA 1921-134, 135, Tariff Comm'n Pub. 639 (Jan. 1974).
69. 290 F. Supp. 385 (Cust. Ct., 1968).
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meeting domestic prevailing prices was inadequate since these prices
already had been depressed by the prior LTFV sales. The Customs
Court decided that the Commission was acting within its discretion
in considering the effect of the prior injury determination caused by
sales from Belgium and Sweden, and that sales which either caused
or continued an injury were protected by the statute. The decision
70
was affirmed by the Court of Customs and Patent Appeals.
D. Likelihood of Future Injury
In several cases where no immediate or present injury could be
determined, a dumping duty was nonetheless imposed by reason of
the likelihood of future injury. The Printed Vinyl Film From Brazil
and Argentina7 'case is an example. The industry had suffered from
market penetration-up to 1.1 percent of consumption from LTFV
sales in 1972-but was determined not to have been injured since
consumption had increased and the domestic industry had experienced a growth in sales, profits and prices. The market penetration
was not considered significant. However, likely injury was found by
reason of (1) substantially lower import prices; (2) a lack of assurances from foreign producers that the LTFV sales would cease; and
(3) a substantial foreign production capability with an ability to increase export capacity. A similar situation arose in the Potato
Granule72 case where no injury was found by reason of a 2 percent
market penetration absent any price depression. However, a large
unutilized foreign productive capacity coupled with a possible loss of
the Canadian export market to the United Kingdom by reason of its
participation in the Common Market, was found to create likely injury. 71 On the other hand a strong and increasing demand in the
exporter's home market limiting the availability of the product for
export to the United States militates against a finding of likely injury. 74 In Elemental Sulfur From Canadathe domestic industry was
in the throes of a substantial depression, with a condition of general
oversupply, and a limited market. The industry's injury was found
not to be caused by LTFV imports, but likely injury was determined
primarily by reason of large stockpiles and productive capacity avail70. 457 F.2d 991 (C.C.P.A. 1972). Consideration of a subsequent investigation of
additional imports at less than fair value from Poland, Israel and Yugoslavia was also
held to be a proper examination of the "likelihood of injury". Id. at 997.
71. Investig. No. 1921-117, 118, Tariff Comm'n Pub. 595 (July 1973).
72. Instant Potato Granules From Canada, Investig. No. AA 1921-97, Tariff
Comm'n Pub. 509 (Sept. 1972).
73. The loss of the U.K. market as a precursor of likely injury was also cited in
Primary Lead From Australia and Canada, Investig. Nos. AA 1921-134,135, Tariff
Comm'n Pub. 639 (Jan. 1974).
74. Metal Punching Machines, Single-End Type, Manually Operated, from
Japan, Investig. No. AA 1921-123, (Jan. 1974), Tariff Comm'n Pub. 640.
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able for export in the Canadian market."5
Injury was not considered likely in a case where domestic sales
continued to'increase in the post-LTFV sales period, and prices of
imports from Japan increased more rapidly than domestic prices as
a result of rapidly increasing costs in the Japanese market and revaluation of the yen. 6 In PrimaryLead From Australia and Canadathe
Commission split 2-2 on the issue of likely injury where the domestic
industry was expected to suffer from a number of adverse developments not directly related to imports." These included reduction of
lead content in gasoline for environmental reasons; battery redesigns;
smaller cars; and the energy squeeze. The industry was found to be
presently healthy by all four Commissioners participating in the decision. However, two of the Commissioners determined that injury was
likely by reason of the substantial level of LTFV margins, a 12 percent market penetration, and a large export production capacity in
each of the two countries. The negative recommendation of one of the
Commissioners cited the external supply and demand factors as obscuring the LTFV imports as a factor in determining likely injury.
E. Prevention of Establishment
Prevention of a domestic industry from being established is apparently rarely claimed or considered. In the 1974 Regenerative
Blower/Pump case, the matter was referred to as one of first impression. The majority in that case noted that a domestic industry already existed to produce blowers for electronic computers and vacuum cleaning systems, two of the three possible industry definitions
considered, and that an industry already established could not be
prevented from being established.-Considering a more narrow industry of the particular type of blower imported from Germany, it was
held that there was no prevention since the domestic complainant
had made plans during the period of LTFV sales to produce a Japanese model of the blower in the United States and there was no
evidence that such plans were being discontinued. The dissenting
opinion, citing the limited legislative history, notes that an industry
need not be in existence to be prevented from becoming established,
and suggests that:
75. Investig. No. AA 1921-117, Tariff Comm'n Pub. 617 (Oct. 1973). A contributing factor to injury was so-called "meet or release" clauses prevalent in the industry,
under which each seller was required to meet lower offers by competitors or forfeit
contractual sales.
76. Wrenches, Pliers, Screwdrivers, and Metal Cutting Snips and Shears from
Japan, Investig. No. 1921-141, Tariff Comm'n Pub. 696 (Oct. 1974).
77. Id. The Commission is deemed to have made an affirmative determination
when the Commissioners are equally divided as to whether the determination should
be affirmative or negative. 19 U.S.C. § 160(a).
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if an industry has made a commitment, and if it has the capability
of becoming established, the requirement of the Antidumping Act is satisfied if LTFV sales frustrate or forestall the development of a stable and
7
viable U.S. industry. 8
iT.

UNFAIR PRACTICES IN IMPORT TRADE

The basic statutory proscription against unfair practices in im-

port trade is set forth in subsection (a) of section 337 of the Tariff Act
of 1930. As presently in effect, it provides as follows:
Unfair methods of competition and unfair acts in the importation of
articles into the United States, or in their sale by the owner, importer,
consignee, or agent of either, the effect or tendency of which is to destroy
or substantially injure an industry, efficiently and economically operated, in the United States, or to prevent the establishment of such an
industry, or to restrain or monopolize trade and commerce in the United
States, are declared unlawful, and when found by the Commission to
exist shall be dealt with, in addition to any other provisions of law, as
provided in this section."

The basic change enacted by the Trade Act was the substitution
of "Commission" for "the President" in making the determinations
of injury or monopolization. Under prior law the Commission was
authorized to investigate and recommend to the President whether
unfair practices tended to destroy or substantially injure or prevent
establishment of domestic industry within the meaning of this section, and the President then had discretionary power to exclude the
articles from entry8
The newly enacted statutory procedures mandate an investigation by the Commission in respect of any alleged violation received
on complaint under oath, or upon its own initiative. Notice of an
investigation is to be published in the Federal Register, and the investigation to be concluded at the "earliest practicable time," not later
than one year. For the first time, the Commission is to consider "all
legal and equitable defenses" raised in cases before it, a reference
particularly to patent invalidity or misuse, which were not previously
considered .8,
Each determination by the Commission is to be made on the
record after notice and an opportunity for hearing in accordance with
the Administrative Procedure Act. In the event of an affirmative
78. Investig. No. AA 1921-140, Tariff Comm'n Pub. 676 (May 1974).
79. 19 U.S.C. § 1337(a) (1974), as amended by Trade Act § 341.
§ 1337(a)(1974), as amended by Trade Act § 341.
80. For an example of the President's refusal to follow the Commission's recommendation, see White House Statement Concerning President's Action on Self-Closing
Containers, Tariff Comm'n Press Release (Oct. 17, 1961).
81. Trade Act § 341, 19 U.S.C. § 1337(b),(c)(1974). Eighteen months are permitted in "more complicated cases". There is excluded any period of time during which
an investigation is suspended because of proceedings in a court or agency in the United
States involving similar questions concerning the subject matter of the investigation.
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determination, the Commission is to direct that the articles concerned imported by any person violating the section be excluded from
entry into the United States. A temporary exclusion order may be
issued by the Commission if during the course of the investigation it
determines that there is reason to believe that there is a violation,
unless appropriate bond is posted. In lieu of taking exclusionary action, the Commission is authorized for the first time by the Trade Act
to issue cease and desist orders to persons violating or believed to be
2
violating the section.1
A. Unfair Methods of Competition and Unfair Acts
1. Patent Infringement Cases
While the statute sets forth a broad proscription of unfair methods and acts, its application in practice has been principally confined
to patent infringement cases. Early cases established the principle,
still applied by the Commission, that the importation of products
infringing the claims of U.S. patents constituted "unfair acts" within
the meaning of the section.83 Indeed, the importation of products
manufactured under a U.S. process patent-an act not constituting
infringement under applicable U.S. patent laws-has been considered to be an "unfair act" by the Commission," and has been equated
to importation of infringing articles by statutory mandate:
The importation for use, sale, or exchange of a product made, produced, processed, or mined under or by means of a process covered by
the claims of any unexpired valid United States letters patent, shall have
the same status for the purposes of section 1337 of this title as the importation of any product or article covered by the claims of any unexpired
valid United States letters patent.

In its determinations of infringement, the Commission adopted
the practice of not examining the issue of invalidity. The approach
of the Commission, endorsed by the courts," was to consider a patent
82. Trade Act § 341, 19 U.S.C. § 1337(c)-(f)(1974). Any order issued by the Commission does not apply to articles imported for the use of the U.S. Government either
by it or by others with its consent. Id. § 1337(i).
83. Frischer & Co. v. Elting, 60 F.2d 711 (2d Cir. 1932), cert. denied, 287 U.S. 649
(1932).
84. See In re Northern Pigment Co., 71 F.2d 447 (C.C.P.A. 1932).
85. 19 U.S.C. § 1337(a) (1974) which was passed in reaction to In re Amtorg
Trading Corp., 75 F.2d 826 (C.C.P.A. 1935), cert. denied, International Agric. Corp.
v. Amtorg Trading Corp., 196 U.S. 576 (1935), which overruled the Northern Pigment
doctrine by finding that the sale of an unpatented product made by a patented process
was not "unfair", since Congress did not intend to broaden existing patent rights.
86. See e.g. In re Von Clemm, 119 F.2d 444 (C.C.P.A. 1955):
We have repeatedly held that in cases of this character, involving
alleged unfair acts in connection with a patented article or process, the
validity of the patent or patents involved may not be questioned by the
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valid unless and until a court of competent jurisdiction had held
otherwise. On occasion, acting in its discretion, it suspended investigations pending the outcome of litigation affecting the patent. 7 The
Commission's position on the issue of patent misuse was considered
in the case of Furazolidone,5 a drug used in combating infectious
diseases, primarily in poultry. Infringement had been clearly established by the Food and Drug Administration and Customs Service
testing of the imported product. There had been 56 infringement suits
filed by the complainant during a five year period in which the patent
had been left inviolate, as well as pending patent litigation in which
the two respondents before the Commission were involved. The issue
of patent misuse was also under consideration separately by the Justice Department. The allegations of patent misuse related to a license
agreement between the complainant and its domestic licensee, as
follows:
1. That the licensor had engaged in market use division by retaining for
itself prescriptive veterinary and human applications of furazolidone and
related nitrofuran products and licensing only the proprietary veterinary
field.
2. That licensor had engaged in unlawful grant-backs, by providing for
royalty-free exclusive license-backs within its field of use, i.e. everything
except the proprietary veterinary field.

The Justice Department had advised the Commission that it
considered these practices to constitute patent misuse, but that it
was taking no action because of the impending expiration of the
license agreement. However, it urged the Commission not to recommend exclusionary action. In a 4-1 decision to recommend exclusion
of infringing products, two Commissioners agreed to consider the
issue of patent misuse but found none existing. They also found the
splitting of fields of use between licensor and licensee to be lawful, 9
and grant-backs to not be per se unlawful 9 -thus not constituting a
misuse absent a specific showing that they had operated anticompetitively or so as to stifle research." Two Commissioners concurred in the result, but would not have considered misuse.
Tariff Commission nor by this court on appeal therefrom, but that a
regularly issued patent must be considered valid unless and until a court
of competent jurisdiction has held otherwise.
87. Electron Tubes and Component Parts Thereof, 1957 T.C. ANUAL REPORT 27.
88. Investig. No. 337-21, Tariff Comm'n Pub. 299 (Nov. 1969).
89. Citing General Talking Pictures Corp. v. Western Electric Corp. 305 U.S. 124
(1938), and subsequent lower court cases. Agreement by the licensor to provide new
nitrofuran products to licensee on a royalty-free exclusive basis for the proprietary
veterinary field was also upheld.
90. Citing Transparent-Wrap Mach. Corp. v. Stokes & Smith Co., 329 U.S. 637
(1947).
91. A further factor was the imminent expiration of the license agreement under
consideration.
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In an earlier decision considering a patent infringement claim by
Singer Manufacturing Company, the Commission suspended its investigation during the pendency of an antitrust action brought by the
Department of Justice. The Department alleged that Singer had entered into arrangements with the Swiss patent owner and an Italian
sewing machine manufacturer to take an assignment of the patent for
the purpose of excluding Japanese imports and agreeing which European manufacturer would be permitted to import, in violation of the
Sherman Act. When the Supreme Court held that there had been a
violation, Singer requested withdrawal of the complaint."
Any doubt on the matter has now been removed, however, by the
Trade Act amendment to the statute permitting all legal and equitable defenses to be raised, an amendment aimed particularly at permitting patent misuse defenses in light of public policy enumerated
by the Supreme Court in patent cases such as Lear v. Adkins. 3 The
Commission is not empowered to set aside a patent as being invalid,
however, or to render it unenforceable, nor was it intended that its
interpretations be regarded as binding other than in the context of
section 337. Thus, the disposition of a Commission action on appeal
to the Court of Customs and Patent Appeals is not intended to have
a res judicata or collateral estoppel effect in cases under the U.S.
patent laws before the federal district courts."
2. Other Unfair Methods or Acts
While patent cases predominate, the statute is by no means
limited to infringement cases. The courts have endorsed the principle
that the statute is "broad and inclusive" and that "Congress intended to allow wide discretion in determining that practices are to
be regarded as unfair."" It appears that only two cases have been
before the Commission, however, wholly divorced from infringement
claims: The Swiss Watchmakers case," and the recent Tractor Parts
case,9" in neither of which the Commission ultimately issued an
exclusionary order.
In the first of these cases, certain domestic watchmakers in 1964
alleged a conspiracy on the part of Swiss watchmakers and importers
of their products to restrain and monopolize trade and commerce by
such practices as restricting production and imports, refusing techni92. 1963 TARIFF COMM'N ANNUAL REPORT 27, citing United States v. Singer Manufacturing Co., 374 U.S. 174 (1963).
93. 395 U.S. 653 (1969). See SENATE REPORT, supra note 27, at 196.
94. See SENATE REPoRT, supra note 27, at 196-97.
95. In re Von Clemm, 229 F.2d 444 (C.C.P.A. 1955).
96. Watches, Watch Movements and Watch Parts, Investig. No. 337-19, Tariff
Comm'n Pub. 177 (June 1966).
97. Investig. No. 337-22, Tariff Comm'n Pub. 401. (June 1971).
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cal advice to persons in the United States and boycotting certain
importers. Many of the alleged acts were under consideration in a
Department of Justice action under the Sherman Act, in which an
unlawful conspiracy had been found to be present between the Swiss
cartel and U.S. importers. The Commission determined that most of
the acts complained of had been discontinued and that the cartel's
restraints no longer affected imports or sales into the United States,
which had been enjoined by court order. It therefore declined to act,
noting that
The [mere] existence of such an arrangement of foreign producers,
the products of which enter and are sold in a substantial amount in the
United States, does not per se establish a violation of the provisions of
section 337.11

In the Tractor Parts case, an importer alleged a conspiracy between an Italian manufacturer and U.S. distributor-importers to boycott him from importing and selling certain tractor parts in the
United States. In its initial decision, the Commission voted 2-1 to
order the exclusion of the parts, finding that the group boycott conclusively established a tendency to restrain or monopolize trade, and
was per se unlawful under section 337. However, on rehearing the
decision was reversed, after it was established that the importercomplainant's private injury had been compensated by settlement,
that it had been offered sales, and that the exporter had been misinformed as to the legality of the transaction."
As of April 15, 1975, several cases were pending before the Commission in which complainants alleged monopolization or restraint of
trade. These included a complaint by importers of Angola coffee alleging a conspiracy by exporters and certain other importers to boycott them for failing to enter into price-fixing arrangements,10 and
two separate complaints by distributors of audio equipment alleging
illegal resale price maintenance agreements (in non-fair trade states)
and territorial restraints on resale imposed by exporters of such
equipment.'0'
3. Injury to an Efficiently and Economically Operated Industry
in the United States; Prevention of Establishment
In section 337 cases the determination of the applicable "U.S.
industry" has not generally created difficulty. Under the Commission's established practice in the patent cases, the domestic industry
98. Watches, Watch Movements and Watch Parts, Investig. No. 337-19, Tariff
Comm'n Pub. 177 (June 1966).
99. Tariff Comm'n Pub. 443, (Dec. 1971).
100. Angolan Robusta Coffee, Investig. No. 337-L-80.
101.. Certain High Fidelity Equipment, Investig. No. 337-L-78; Certain Electronic & Related Equipment, Investig. No. 337-L-65.
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has been considered as the industry legally entitled to manufacture
and sell under the patent under question. This will constitute the
domestic owner where it has not licensed others, 02 or the owner and
its domestic licensee, where it has.'03 The statutory protection is intended solely for domestic industry, and importations by the complainant will be fatal to relief. Thus, when a complainant watch
bracelet producer requested an exclusionary order, but entered into
licensing agreements with certain importers of allegedly offending
bracelets during the pendency of the proceedings, no remaining relief
by way of exclusionary order was available under section 337.10 Similarly, when the complainant itself imported as well as produced the
patented articles, no relief was granted under section 337:
The preliminary inquiry disclosed that Kohner's licensees have imported substantial quantities of the patented push button puppets, and
that Kohner has also imported such puppets. The purpose of section 337
is to protect American industries and to further and promote the production of domestic products. Where section 337 is sought to be invoked on
the ground that a domestic industry established under the protection of
a United States patent is being injured by imports that are covered by
the claims of the patent, the Commission cannot accept the proposition
that if the importer pays the owner of the patent a royalty the industry
is not being injured, but if no royalty is paid by the importer there is
injury to the industry. To invoke the statute in order to protect the rights
of patent owners arising out of the naked monopoly of a patent would be
to employ the statute for the protection of patent rights as such. This,
the Commission has repeatedly held not to be the purpose of the statute.
The protection of patent rights must be sought in the appropriate courts
having jurisdiction over such matters.1u

The criteria for injury to the affected industry include many of
the factors present in dumping investigations, particularly lost sales
and the presence of imports made at lower prices than the competing
domestic product.' In general, market penetration by reason of the
imports is easier to establish, since the domestic industry is characteristically in a monopoly position in the infringement cases and
102. Self-Closing Containers, Investig. No. 337-18, Tariff Comm'n Pub. 55 (Apr.
1962).
103. In the Ear Hearing Aids, Investig. No. 337-20, Tariff Comm'n Pub. 182 (July
1966). In the case of a foreign patent, the industry will be comprised of the domestic
licensee. Push-Button Puppets, Tariff Comm'n Pub. Notice of Oct. 31, 1958.
104. Certain Expansion Bracelets and Parts Thereof, Tariff Comm'n Pub. Notice
of June 23, 1958.
105. Push Button Puppets, Tariff Comm'n Pub. Notice of Oct. 31, 1958.
106. Synthetic Star Sapphires and Synthetic Star Rubies, Investig. No. 337-13,
Tariff Comm'n Pub., (Sept. 1954); aff'd, In re Von Clemm, 229 F.2d 444 (C.C.P.A.
1955). Following the decision on appeal, the case was settled between the parties, and
the Tariff Commission withdrew its recommendation for exclusion made to the President. Tariff Comm'n Pub. Notice of April 11, 1956.
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displacement necessarily involves the infringing imports.,"7 A further
factor considered in determining injury has been the adequacy of the
remedy at law before the courts. Thus, where there was only one
importer of infringing doors, no infringement action had been brought
in Federal court and complainant had not even warned the importer
to halt infringing sales, no relief was granted. 0 On the other hand
the inability to stop imports in spite of a multiplicity of infringement
suits will be a persuasive indicator of injury.''
The "tendency to injury" test has been considered satisfied
". if the unfair method of competition involved threatens to interfere in any significant way with the ability of the domestic industry
to carry on its business.""'
The statute requires that the affected industry be one which is
"efficiently and economically operated." Recent cases generally have
not belabored this requirement, perhaps because the .presence of a
patented product subject to import competition has been deemed at
least to illustrate that some technological advances have been
achieved -or employed-by the complainant. In Synthetic Star
Sapphires,"' an investment of $2 million, a plant close to the source
of raw material and a "careful sales program" were affirmatively
cited in meeting this test. Reduced prices have been cited as well."'
As with the similar requirement under the dumping statute, the
effect or tendency of unfair acts to "prevent establishment" of an
industry has received little attention.
4. Considerations of Public Health and Welfare, Competitive
Conditions in the U.S. Economy, United States Consumers and
Policy
While the Trade Act authorizes affirmative exclusionary action
(as well as cease and desist orders) to be taken by the Commission,
rather than limiting the Commission to serving in an advisory capacity to the President, the Trade Act provides that the Commission's
107. In one case, however, where the domestic market had been in decline prior
to importation of infringing products, and its sales declined by a quantity equal to
three times the level of infringing imports thereafter, the requisite injury was held
lacking and the case dismissed. Certain Woven Mats, in which the Commission extended its review of the market to woven mats "of the kind or class to which complainants' mats relate." 1960 TAmFF COMM'N ANNUAL REPoaT 34.
108. Folding Doors, 1963 TAmR COMM'N ANNUAL REPORT 28.
109. Furazolidone, Investig. No. 337-21, Tariff Comm'n Pub. 299 (Nov. 1969).
110. Id.
111. Synthetic Star Sapphires and Synthetic Star Rubies, Investig. No. 337-13,
Tariff Comm'n Pub. (Sept. 1954).
112. Self-Closing Containers, Investig. No. 337-18, Tariff Comm'n Pub. 55 (Apr.
1962).

1975

TRADE

AcT

OF

1974

determinations are to be submitted to the President 60 days before
they become final. In the interim the President is authorized "for
policy reasons" to disapprove the Commission's action, in which case
it has no force and effect. Pending the President's determination, the
Commission's decision remains valid (but not final), except that articles directed to be excluded or subject to a cease and desist order may
be admitted under bond.
In its own determinations of whether to issue orders, the Trade
Act requires for the first time that the Commission consult the Departmerit of Health, Education and Welfare, the Department of
Justice, the Federal Trade Commission, and such other departments
and agencies as it considers appropriate. This is consistent with the
newly imposed obligation of the Commission to consider the effect of
an exclusionary or cease and desist order upon the public health and
welfare, competitive conditions in the United States economy, and
United States consumers before its issuance."'
IV.
COUNTERVAILING DUTIES
The Trade Act substantially strengthens the existing countervailing duty provisions against imports which benefit from foreign
subsidization, by fixing set time limits for Treasury Department action on complaints, extending the remedy to duty-free products, and
providing for judicial review of determinations denying relief to domestic complainants."'
The countervailing duty statute itself dates back to 1897 and is
embodied presently in Section 303 of the Tariff Act. It broadly mandates that "there shall be levied and paid" in respect of imported
merchandise an additional duty equal to the net amount of any
bounty or grant, however paid or bestowed, directly or indirectly, by
any "country, dependency, colony, province or other political subdivision of government, person, partnership, association, cartel or corporation" upon the "manufacture or production or export" of the
merchandise, whether imported directly or indirectly, or in the same
or different condition, as in the country of exportation."5
It dates back to the period during which the country was protected by high tariff walls, and was intended to counteract, or "countervail" subsidies on foreign exports which aimed to nullify the protective advantage." 6 The law has continued for 70 years in largely its
113. Trade Act § 341; 19 U.S.C. § 1337 (e),(g)(1974).
114. As to judicial review, see Section V, infra.
115. 19 U.S.C. 1303 (a)(1)(1974), as amended by Trade Act § 331, which deleted
the prior limitation to dutiable imports.
116. See Feller, Mutiny Against the Bounty: An Examination of Subsidies, Border
Tax Adjustments, and the Resurgence of the CountervailingDuty Law, 1 LAW & POL.
INTL Bus. 17, 21 (1969) [hereinafter cited as Felleri. An excellent discussion is also
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present form, requiring the imposition of mandatory duties for acts
which are largely undefined-i.e. bounties or grants, direct or indirect. It may be noted that unlike the imposition of dumping duties,
no injury is required for imposition of countervailing duties, except,
under the Trade Act, in the case of bounties or grants imposed on
duty-free imports." 7
Despite its mandatory nature, the law was little utilized until
recent years, and the reluctance of the Treasury Department to act
may be ascribed in large degree to the lack of any guidelines in the
statute and to the likelihood of foreign retaliation against a broad
application." 8 It has been pointed out that the concept of an export
subsidy is one with far-reaching potential to reach a myriad of activities, including many of the type which the United States itself extends to its own exporters, such as agricultural subsidies and the
programs of the Export-Import Bank."'
Nonetheless, although the Trade Act mandates expedited action
by the Secretary of the Treasury to carry out its statutory authority,
it sets forth no clarification of the intended scope of coverage for
"bounties" or "grants," leaving this to be decided by the Secretary
and by eventual international agreement.""
A. CountervailingDuty Procedures;Injury Determinationsfor DutyFree Products
A countervailing duty investigation may be initiated by the Secretary of the Treasury either upon the filing of a petition by any
person who sets forth his belief that a bounty or grant is being paid
or bestowed, with a statement of his reasons, or on the Secretary's
own accord. Upon receipt of a petition, or initiation by the Secretary
set forth in Butler, Countervailing Duties and Export Subsidization, A Re-emerging
Issue in International Trade, 9 VA. J. INT'L L. 82 (1969) [hereinafter cited as Butler].
117. Trade Act § 331, 19 U.S.C. § 1303(a)(2), (b) (1974).
118. As to retaliation as a factor, see statement of the Secretary of the Treasury
in Hearings on H.R. 10710 Before the Senate Comm. on Finance, 93d Cong. 2nd Sess.
504 (1974) [hereinafter cited as Senate Hearings]. From May 1, 1934 to December 31,
1968, 32 countervailing duty orders were issued. Feller, supra note 116, at 31. From
January 1, 1969 through December 31, 1974, 11 new orders had been issued (CUST.
BULL. 1969-1974) and, following enactment of the Trade Act, it was announced that
30 investigations involving 17 products were pending. 40 Fed. Reg. 2718 (Jan. 15, 1975).
In United States v. Hammond Lead Products, Inc., 440 F.2d 1024, 1031 (C.C.P.A.
1971), cert. denied, 404 U.S. 1005 (1971) the Court characterized the duties as "strong
medicine, well calculated to arouse violent resentment . . .," in noting that the
Secretary was under a legal duty to assess the duties if bounties or grants were being
paid, but had some discretion to define what acts of foreign governments constituted
bounties or grants.
119. Senate Hearings, supra note 118, at 198 (testimony of Secretary of the Treasury Schultz).
120. See infra, Section IV, A.
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on his own accord, a notice is required to be published in the Federal
Register. A preliminary determination is required to be made within
six months. The Secretary then ascertains and determines, or estimates, the net amount of the bounty or grant, and the duty is imposed on goods entered for consumption thereafter. 2 '
In the case of duty-free imports, the Secretary is required to refer
the matter to the International Trade Commission for a determination, within three months thereafter, of "whether an industry in the
United States is being or is likely to be injured, or is prevented from
being established by reason of the importation." Entries may be
withheld from final liquidation during the three month period, and
assessed with the countervailing duty during that period if the Commission's determination is affirmative.'1
In recognition of the inexactitude of any present understanding
of what constitute "bounties" or "grants" to be subject to countervailing duties, the Trade Act specifies that it is the "sense of the
Congress" that the President seek internationally agreed rules and
procedures governing the use of subsidies.'2 In connection therewith,
it provides that the Secretary may suspend application of a countervailing duty order if, at any time during the four-year period commencing with the date of enactment of the Trade Act, he determines
that:
(A) adequate steps have been taken to reduce substantially or eliminate the adverse effect of the bounty or grant;
(B) there is a reasonable prospect that successful trade agreements
will be entered into with foreign countries, under section 102 of the Act,
providing for reduction or elimination of nontariff barriers; and
(C) the imposition of the countervailing duty would be likely2 to
seriously jeopardize the satisfactory completion of the negotiations.' '

It was apparently contemplated that following the six month
preliminary determination of the existence of a bounty or grant, the
Secretary would have an additional six months to negotiate with the
particular foreign countries in an attempt to obtain elimination of the
121. Trade Act § 331, 19 U.S.C. 1303 (1974). No timetable for making determinations was present prior to enactment of the Trade Act. See 19 C.F.R. § 159.47. In
practice the Customs Bureau has acted for the Secretary in making investigations,
although determinations to impose duties have required the Secretary's approval. Id.
122. Trade Act § 331, 19 U.S.C. § 1303 (b)(1974). An injury determination is
required only "so long as ...
required by the international obligations of the United
States," a reference to the provisions of GATT which require such a finding for the
imposition of countervailing duties. By virtue of the GAIT "grandfather" clause, the
GAIT injury requirement does not apply to dutiable goods under the U.S. countervailing duty law, which antedates the GATT. SENATE REPORT, supra note 27, at 185.
123. Trade Act § 331, 19 U.S.C. 1303(d) (1974).
124. Id.
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bounty or grant.2 5 A suspension by the Secretary must be reported
to Congress, together with a statement of his reasons therefor and
may be revoked by him at any time. Either House of Congress can,
by simple majority, vote to override the suspension and require the
Secretary to impose immediately the countervailing duties.' 6
B. Bounties or Grants Covered
In testimony before the Senate Finance Committee, it was
pointed out that eight general types of measures had apparently been
viewed by the Treasury Department as bounties or grants: direct
subsidy payments, excessive tax rebates, preferential income tax
rates or accelerated depreciation, price support systems, export loss
indemnification, subsidies for specific capital, production and distribution costs, currency manipulation schemes, and unjustified tax
remissions, such as remission of direct taxes.' Because the Treasury's decisions were not required, until enactment of the Trade Act,
to specify reasons for imposition of a duty assessment with any specificity, the nature of the bounty or grant triggering the actual impositions has not always been readily apparent. However, the following
categories have clearly been the primary focus of Treasury attention:
1. Direct Subsidy
As might be expected, direct subsidies on exports were among
the earliest to be subject to countervailing duties, and the subject of
one of the two Supreme Court pronouncements on the topic. The
specific measure before the Court was an allowance of three pence or
five pence a gallon upon British compounded spirits. The British law
imposed a levy upon every gallon of spirits distilled in the United
Kingdom and taken out for consumption there. The allowance was
granted upon exportation of the spirits from the United Kingdom. A
countervailing duty had been imposed, and counsel for the importer
argued that the allowance was not a "bounty" upon exportation, but
remission or reimbursement of an expense of manufacture. In upholding imposition of the duty, the Court of Customs Appeals took note
of the broad language of the law:
Its plain, explicit, and unequivocal purpose is: Whenever a foreign
power or dependency or any political subdivision of a government shall
give any aid or any advantage to exporters of goods imported into this
country therefrom whereby they may be sold for less in competition with
our domestic goods, to that extent ...
the duties fixed in the schedule

125. SUMMARY, supra note 7, at 13.
126. Trade Act § 331, 19 U.S.C. § 1303(e) (1974).
127. Senate Hearings, supra note 118, at 1937. The same eight categories were
cited in Feller, supra note 116 at 40-50. See also U.S. SENATE COMM. ON FINANCE,
ExEcuTIVE BRANCH GATT' STUDiEs 5 (Mar. 1974) for a list of practices generally considered to constitute a subsidy. [hereinafter cited as GATT STUDmES].
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of the act are increased. It was the result Congress was seeking to equalize
regardless of whatever manner or form or for whatever purpose it was
done.'

This decision was affirmed by the Supreme Court, which noted
in its decision that:
If the word bounty has a limited sense, the word grant has not. A
word of broader significance than grant could not have been used. Like
its synonyms give and bestow, it expresses a concession, the conferring
of something by one person upon another. And if the something be conferred by a country upon the exportationof any article or merchandise,
a countervailing duty is required . . .I"

A more recent and broad-ranting imposition of countervailing
duties occurred in 1968, after the French Government decreed a six
month allowance to be granted on all exports, except for a number
specifically enumerated. The Treasury Department imposed a countervailing duty of 2.5 percent of the f.o.b. price on all merchandise
imported from France, except that as to which it was "proved that
the importation was not benefited by an allowance provided for by
130
. . .[the decree].'
In one of the first decisions following enactment of the Trade Act,
direct export subsidies granted by the European Common Market on
certain dairy products have come under attack in a preliminary determination by the Treasury that the Community's export restitution
payments, as set forth from time to time in the Official Journal of
the European Communities, constitute a bounty or grant.'3' These
payments are generally calculated on the basis of the difference between the price fixed for sale within the Market and the price available in the export market.'32 They had been suspended in July 1974
because of the threat of a U.S. countervailing duty imposition' 33 and
the preliminary determination to impose the duty followed their rein34
stitution in February 1975.'
128. Nicholas & Co. v. United States, 7 Ct. Cust. App. 97, 106 (1916).
129. Nicholas & Co. v. United States, 249 U.S. 34, 39 (1919).
130. T.D. 68-192, 2409 (setting forth a [Custom Bulletin] translation of the
French decree); as amended by T.D. 68-270, 2 CUST. BULL. 604 (reducing the duty to
1.25 percent).
131. 40 Fed. Reg. 6791 (Feb. 14, 1975).
132. See Reg. 876/68, Off. J. Eur. & Comm. No. L. 155 (1968).
133. 1974 EiGHT- GENERAL REPORT OF THE EUROPEAN CoMMuNrrIEs 162 (Feb. 1975).
134. 40 Fed. Reg. 6791 (Feb. 14, 1975). A final determination that the restitution
payments constitute subsidies was issued on May 19, 1975, but imposition of countervailing duties was suspended by the Treasury Department after certain of the payments were again lifted. T.D. 75-113, 114, 40 Fed. Reg. 21719-20. See text accompanying note 124. For a discussion of the Common Market agricultural subsidies and U.S.
countervailing duty policy, see Butler, supra note 116, at 120.
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2. Excessive Tax Rebates
Excessive tax rebates were the subject of the only other Supreme
Court decision on the subject, Downs v. United States,31 5 which concerned Russian laws dealing with the production and sale of sugar.
Each Russian factory was provided with a quota of so-called "free
sugar," which could be placed on the market at a normal excise tax
of 1.75 rubles. Each factory also had a reserve, which could not be
sold without governmental approval, and a "free reserve or free surplus" which could not be sold for home consumption except upon
payment of an additional tax of 1.75 rubles. In the case before it, free
sugar had been exported, and in accordance with the law, the normal
tax of 1.75 rubles had been remitted to the exporter. In addition, the
exporter was issued a "free-sugar certificate" qualifying an additional
quantity of "surplus" sugar, equivalent to that exported, as free
sugar. The certificate was transferable to other sugar manufacturers-at a price usually determined by the difference between the
home market prices (not including the taxes) and the export market
prices-who could sell the sugar on the domestic market at the ordinary tax of 1.75 rubles instead of 3.50 rubles. The Court held that in
effect the Russian Government paid a bounty equal to the value of
the certificates, since, by selling the certificates, the exporter was
able to realize a profit on his sales to a foreign country.
A Netherlands tax remission system on sugar exports was considered in a 1901 decision of the Second Circuit Court of Appeals.' An
excise tax of 27 florins per 100 kilos was imposed upon all sugar
produced in or imported into Holland. A "deduction" was credited
against the excise tax account of each producer of sugar in an amount
equal to 2.50 florins for raw sugar and 2.84 florins for refined sugar.
Sugar withdrawn for exportation was exempt from the excise tax,
thereby leaving the manufacturer with an excess credit equal to the
amount of the "deduction." The Court rejected the argument that it
was a bounty on production rather than importation, noting that it
was no different than a direct grant on export equal to the amount
of the "deduction."
More recently the Treasury Department has acted,'37 and been
upheld,'3 in taking action against the remission of certain internal
taxes by the Italian Government. The charges remitted were termed
"Basic Rate Taxes" and included overhead items such as customs
duties on factory machinery, registration taxes, stamp taxes, trans135. 187 U.S. 496 (1903).
136. United States v. Hill Bros. Co., 107 F. 107 (2d Cir. 1901).
137. T.D. 67-102, 1 CUST. BuLL. 212 (1967).
138. American Express Co. v. United States, 472 F.2d 1050 (C.C.P.A. 1973).
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portation documents taxes, insurance taxes, mortgage taxes and surtaxes. Appellants attempted to distinguish the Downs case by urging
that the bounty there set forth was limited to a remission upon export
in excess of internal taxes. The Court of Customs and Patent Appeals
noted that non-excessive rebates had been accepted in practice only
where the rebates were of excise taxes directly imposed on and related
to the exported product. It sustained the Secretary's finding on the
basis of the absence of a direct relationship between the taxes or
charges remitted and the exported tower units or components or raw
materials employed:
No practice has been established as to rebates of hidden taxes...
which are not directly related to exported merchandise. In fact, rebates
of such taxes appear to be of recent origin and the present case is one of
3
first impression in the courts.' '

The Court noted that excise taxes are generally passed along to
the consumer in the home market, from which it has been concluded
that "a non-excessive rebate of an excise tax would not encourage
exportation since the profit on domestic and foreign sales would be
the same." Such relationship was not found to be present with the
stamp and other taxes at issue, so that the effect on exportation could
not be readily ascertained. This determination it said was properly
the province of the Secretary of the Treasury."'
3. Currency ManipulationSchemes
Currency manipulation schemes have been subject to a number
of countervailing duty impositions. The most recent Court consideration of the subject occurred in the 1963 case of Energetic Worsted
Corp. v. United States,' involving combed worsted wool exported
from Uruguay. A Uruguayan Government decree permitted preferential exchange rate treatment to be granted "for industries which need
it in order to place their products abroad." Pursuant to the decree,
different rates were assigned to various commodities, ranging from
1.519 pesos per dollar to 2.35 pesos per dollar, with higher rates generally established for manufactured articles. Thus, the rate of exchange
139. Id. at 1057-58.
140. Id. at 1058. In reaching its decision, the Court considered the scope of Article
VI(4) of the GATI, which provides that an imported product shall not be subject to
countervailing duty by reason of the exemption of the product from taxes borne by like
products when destined for consumption in the country of origin or exportation, or by
reason of refund of such taxes. The Court referred to a Working Party Report of the
contracting parties to GATT as evidence of international recognition of a 'direct relationship to the product' test for taxes that can properly be remitted on exported
products. Id. at 1060. For a discussion of the distinction between direct and indirect
taxes under the GATT, and the Working Party Report, see GATr STUDEs, supra note
127, at 1-5.
141. 224 F. Supp. 606 (Cust. Ct. 1963).
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applicable to wool in the grease was 1.519 pesos per dollar, and that
for woolen manufactures was 2.35 pesos per dollar. Exports of wool
tops were subject to a combined rate of 76 percent at 2.35, and 24
percent at 1.519, or a net rate of 2.15. The Customs Court upheld the
Treasury's assessment of a countervailing duty, noting that the purpose of the multiple exchange system was to aid industries which
needed assistance in placing products abroad, that in fact the exportation of the wool tops had increased markedly, and that in effect the
system enabled the wool tops to be sold at a proportionately reduced
price to domestically produced tops. On appeal, however, the Court
of Customs and Patent Appeals reversed, holding that the so-called
"benchmark" system employed by the Treasury in determining the
existence of the bounty and the amount of the countervailing duty
was improper. In the absence of figures for 1953-the year at
issue-the Treasury Department had computed a "benchmark" exchange rate of 1.86 pesos per dollar on the basis of the weighted
average exchange rates of all imports and exports during 1951 to
determine whether the rate of 2.06 on wool tops constituted a bounty.
These earlier figures were considered unrepresentative by the appellate court, which also noted that there were other factors to explain
42
the increased volume of tops exported.
In earlier cases, the Courts considered and upheld duty impositions in a number of other multiple currency schemes. These included
importations of chinaware from Germany, under which an importer
was permitted to pay 90 percent of the purchase price in "registered
reichmarks" for $0.2142 per mark and 10 percent in "free reichmarks"
at $0.4033 per mark, a price arbitrarily fixed by the German Exchange Control Board.4 3 The dual currency system was termed a
device to aid manufacturers in invading foreign markets, since the
registered marks could be redeemed for the higher value marks. Similarly, in Robert E. Miller v. United States,"' the importer paid for
thumbtacks purchased in Germany in so-called Aski marks, which
were lower in price than free marks, but could be used to pay for
exported goods and redeemed by the German exporter for the same
value as free marks.
4. Preferential Taxes; Governmental Loans and Other Recent
Subsidies
Recent decisions of the Treasury Department indicate an apparently broadening view of the type of governmental programs which
142. 53 C.C.P.A. 36 (1966).
143. Woolworth Co. v. United States, 115 F.2d 348 (C.C.P.A. 1940); See also V.
Mueller & Co. v. United States, 115 F.2d 354 (C.C.P.A. 1940).
144. 34 C.C.P.A. 101 (1946).
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may be subject to countervailing duties. In a 1973 Treasury Decision,
X-radial steel belted tires manufactured by the Michelin Tire Manufacturing Company of Canada were held subject to a countervailing
duty."' The bounty was determined to consist of:
(a) Certain grants to Michelin by the Government of Canada;
(b) a special accelerated depreciation provision made available to
Michelin under the Canadian income tax law;
(c) certain grants and a low interest loan made available by the
Province of Nova Scotia; and
(d) certain lower property taxes made available by municipalities.

The benefits accorded to Michelin were designed to facilitate the
construction of two plants in economically depressed areas of Nova
Scotia. In addition to the special accelerated depreciation benefits
and reduced property assessments, the benefits included a grant totalling over $23 million, a loan of $50 million, and a $10,000 plant site
donation. While they apparently were not aimed specifically at penetrating the export market, the bulk of the sales from the plants in fact
reached the United States. 46
In its imposition of a countervailing duty of 6.6 percent of the
f.o.b. value of each tire, the Treasury Department noted that no
benefit was being derived from the special accelerated depreciation
provision, but that a future benefit therefrom would be subject to an
additional imposition.'47
In an announcement on February 5, 1975, the Treasury Department noted that benefits conferred upon exports of specified consumer electronic products under three programs of the Japanese Government were considered to be bounties or grants. The programs
included preferential interest rate loans from the Japan Development
Bank, promotional assistance from the Japan External Trade Organization, and tax deferrals under the Overseas Market Development
Reserve. However, the Department concluded that the amount of the
benefits bestowed on exporters under the first two programs were de
minimis, and that data available also indicated that pro rated benefits to exporters of the consumer electronic products in question
under the third program were also de minimis. However, since the tax
deferral plan was only available to firms capitalized at less than one
billion yen, the Department considered that significant benefits
might be concentrated in a few smaller firms exporting to the United
States. Accordingly, the Department indicated it was requiring re145. T.D. 73-10, 6 CU6T. ButiL. 24 (1973).
146. See Guido & Morrone, The Michelin Decision, 6 LAW & POL. INT'L Bus. 237,
238 (1974).
147. The rate was subsequently reduced to 3.7 percent. T.D. 74-237, 39 Fed. Reg.
33207 (Sept. 16, 1974).

110

JOURNAL OF INTERNATIONAL LAW AND POLICY

VOL. 5:77

ports from Japanese firms eligible for the tax deferrals and exporting
the electronic products to ascertain whether and to what extent they
benefitted from the program. If the reports indicate that the benefits
are not de minimis in relation to the quantity of exports involved, a
countervailing duty will be imposed."8
Also, in a February 18, 1975 decision, the Department announced
that certain payments made under a newly proposed export loan
program of the Government of Argentina for the footwear industry
were under observation to determine whether their operation resulted
in payment of a bounty or grant."9
V.

JUDICIAL REVIEW IN UNFAIR TRADE CASES

The Trade Act inaugurates judicial review of administrative denials of relief in unfair trade cases. Section 516 of the Tariff Act of
1930 is amended'm to establish a procedure whereby an American
manufacturer, producer or wholesaler may petition the Secretary of
the Treasury for a determination that antidumping or countervailing
duties should be imposed with respect to merchandise of a class or
kind manufactured, produced or sold at wholesale by him, and initiate a civil action in the Customs Court if the Secretary determines
that the duties should not be assessed. The statutory amendment
thus provides the redress which was held unavailable in United
States v. Hammond Land Products, Inc.,"' in which an American
manufacturer unsuccessfully sought to protest a Treasury Department decision not to impose countervailing duties on litharge imported from Mexico. The Court of Customs and Patent Appeals held
that the protest was not authorized under existing provisions of section 516, in large part because it considered the countervailing duty
statute penal rather than protective in nature, and the Treasury Department's decision-making a matter of policy not properly subject
to review. In dicta the Court suggested that a similar attempt by an
American manufacturer to enforce the dumping laws would be rebuffed since "the roles assigned to the Secretary of the Treasury and
the Tariff Commission are such that bypassing them in a 516(b)
proceeding is out of contemplation."' 52
148. 40 Fed. Reg. 5378 (Feb. 5, 1975).
149. 40 Fed. Reg. 6993 (Feb. 18, 1975).
150. 19 U.S.C. § 1516, (1974) as amended by Trade Act § 321(e), 331(b).
151. 440 F.2d 1024 (C.C.P.A. 1971); cert. denied, 404 U.S. 1005. In National Milk
Producers' Federation v. Schultz 372 F. Supp. 745 (D.C.C. 1974), the district court,
taking cognizance of the Hammond decision that there was then no remedy available
to an American producer in the Customs Court, agreed to take jurisdiction in a mandamus proceeding to compel the Secretary of the Treasury to impose countervailing
duties on certain dairy products imported from the European Common Market.
152. United States v. Hammond Land Products, Inc., 440 F.2d 1024, 1029
(C.C.P.A. 1971). Although there had apparently been no attempts to enforce the An-
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Importers retain their existing rights to appeal from the imposition of dumping or countervailing duty determinations to the United
States Customs Court, and from there, to the Court of Patent and
Customs Appeals.'53 In dumping cases, the review includes consideration of whether the Tariff Commission (International Trade Commission) has acted ".
. within the scope of its authority, has correctly
interpreted statutory language and has correctly interpreted the
Law."'1 4 In this connection, it may be noted that in order to assure
an effective appeal 5 5 the Trade Act explicitly requires that the determinations of the Commission and the Secretary set forth a complete
statement of its findings and conclusions, and the reasons or bases
therefor, on all material issues of fact or law presented. 5 '
Importers do not have the right to seek injunctive or declaratory
relief in the district courts against the initiation or conclusion of
antidumping proceedings, the remedy afforded in the Customs Court
having been determined to constitute an adequate remedy at law. 7
It is similarly clear that the Customs Court itself is not empowered
to grant equitable relief.'58
In section 337 unfair practice cases, the Trade Act has similarly
extended the right of judicial appeal of final Trade Commission determinations to complainants before the Commission, as well as continuing to permit importers of the articles involved to secure such
review. 15 1 Final determinations refer to decisions of the Commission
tidumping Laws, there had been previous indications that the remedy existed. See, e.g.
North American Corp. v. Anderson, 184 F.2d 591 (D.C. Cir. 1960) in which the Court
of Appeals, upholding dismissal for lack of jurisdiction of an action brought in the
federal district court by American cement manufacturers for declaratory and injunctive relief against the Secretary of the Treasury, following his decision that cement
from Norway was not being sold at less than fair value, noted that exclusive jurisdiction lay in the Customs Court and that Section 516 provided an adequate remedy in
that Court. While the Treasury Department expressed the opinion that the right of
appeal existed, and both the House and Senate Committees reporting the bill generally
concurred in this view, the matter was considered sufficiently in doubt to require
explicit coverage. See SENATE REPORT, supra note 27 at 178.
153. 19 U.S.C. § 169, 1514-5; 28 U.S.C. § 2601, 1632 (1974).
154. City Lumber Co. v. United States, 457 F.2d 991, 994 (C.C.P.A. 1972).
155. See SENATE REPORT, supra note 27, at 178.
156. Trade Act § 321, 19 U.S.C. § 160(d)(2)(1974).
157. J.C. Penney Co. v. United States Treas. Dept., 439 F.2d 63 (2d Cir. 1971),
cert. denied, 404 U.S. 827.
158. Matsushita Electric Industrial Company Ltd. v. United States, 485 F.2d 1402
(C.C.P.A. 1973).
159. Trade Act § 341, 19 U.S.C. § 1337(c) (1974). For a discussion of the issues
raised in connection with the Court of Customs and Patent Appeals jurisdiction as an
Article III Court to review advisory determinations of the Tariff Commission under the
provisions of section 337 prior to enactment of the Trade Act, see Metzger & Musrey,
Judicial Review of Tariff Commission Actions and Proceedings, 56 CORNELL L. REV.
285 (1971).
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which have been referred to the President, and have either been
approved by the President or have not been disapproved by him
within the requisite sixty days after referral of the determination. The
review is directly to the Court of Customs and Patent Appeals.6 0
VI.

CONCLUSION

The Trade Act offers a wide-ranging opportunity for a new era
of international cooperation and expanded trade between the United
States and other nations. An opportunity is presented not only for
broad scale reduction of tariff barriers but also for new rules and
procedures to reduce or eliminate non-tariff barriers, including the
extension of GATT to develop new principles for fair trade practices.
Nonetheless, it is clear that in the interim, the Trade Act provides
American business with new and expanded remedies to counter such
unfair trade practices as continue to exist in the import area.
160. 19 U.S.C. § 1337(c), (g) (1974). See also SENATE
197.

REPORT,

supra note 27, at
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TAX ASPECTS OF INTERNATIONAL LICENSING
AGREEMENTS
CHARLES A.
I.

RAMUNNO*

INTRODUCTION

The licensing of industrial property rights is a significant aspect
of international business. It has been estimated that the value of
products manufactured abroad using United States patents and
know-how has more than twice the value of exported United States
manufactured products.
The licensing of industrial property rights includes licensing of
patents, copyrights, trade names, trade-marks, and know-how consisting of secret processes, designs, plans, formulas and other technological data.
Licensing arrangements generally are structured in two forms.
The rights may be licensed directly to an unrelated foreign licensee
either on an exclusive or non-exclusive basis; or the rights may be
transferred to a foreign subsidiary or affiliate of a United States corporation which then licenses the rights in the foreign country. The
purpose of this article is to acquaint the reader with the broad outlines of the United States tax problems that may be encountered
when industrial property rights are licensed in foreign countries.
II.

DIRECT LICENSING TO UNAFFILIATED COMPANIES

The United States income tax consequences of income derived
from the transfer of industrial property rights to unaffiliated companies is dependent upon the type and nature of the rights transferred.
Generally, income received from a transfer of industrial property
rights is ordinary income unless the transfer can qualify as a sale of
a capital asset held for more than six months. If the transfer qualifies,
any gain derived on the transfer will be treated as a long-term capital
gain.'
Under the provisions of section 1235, qualified individuals who
transfer all of the substantial rights to a patent are entitled to longterm capital gain treatment for any gain realized from the transfer.,
A qualified individual is an individual whose efforts created such
property, or any other individual who has acquired his interest in
such property in exchange for consideration paid to the creator of the
invention prior to the actual reduction to practice of the invention
* B.A., Regis College, J.D. University of Denver, Associate, Holme, Roberts and
Owen, Denver.
1. INT. REV. CODE OF 1954, § 1201.
2. INT. Rav. CODE OF 1954, § 1235(a).
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covered by the patent, if such individual is not the employer of the
creator or related to such individual.'
All other taxpayers, and individuals transferring property rights
other than patents, are entitled to long-term capital gain treatment
only if: (1) the transferred right is a capital asset as that term is
defined by section 1221 or if it is an asset used in a trade or business
as defined in section 1231; (2) the transaction is a sale or exchange;
and (3) the right was held for more than six months.
Generally, section 1221 defines a capital asset as all assets except
inventories and assets used in the trade or business of a taxpayer
which are subject to the allowance for depreciation. Section 1231
defines "property used in the trade or business" as property used in
a trade or business which is subject to the allowance for depreciation,
has been held for more than six months, and is not property which
would be included in the inventory of the taxpayer. In order for the
transfer to qualify as a sale or exchange, the transferor must transfer
substantially all of his rights to the property to the transferee.
A. Patent Transfers
When discussing the income taxation of patent transfers it is
proper to speak of "assignments" and "licenses". A transfer of all the
substantial rights in a patent is deemed an assignment or sale or
exchange and may qualify the transferor for capital gain treatment.
A transfer of anything less is called a license with the proceeds of such
transfer being taxed at ordinary rates.' The issue of whether "all
substantial rights" in a patent have been transferred is difficult to
determine. It is the most common question in cases involving capital
gain treatment for patent transfers.
In general terms a transfer of "all substantial rights" is a grant
of an exclusive license to manufacture, use and sell the invention.5 A
transfer of patent rights will be deemed a sale if it appears from the
agreement and surrounding circumstances that the transferor intended to surrender all his substantial rights to the invention., A
grantor may fail to transfer to his grantee "all substantial rights" in
a patent either by retaining a substantial right in himself,' or by
restricting the grantee so as to prevent him from receiving all substantial rights.'
The 'substantial right' in a patent the retention of which by the

3.
4.
5.
6.
7.
8.

Ihr. REv. CODE OF 1954, § 1235(b).
Merck & Co. v. Smith, 261 F.2d 162 (3rd Cir. 1958).
Waterman v. Mackenzie, 138 U.S. 252 (1891).
Bell Intercontinental Corp. v. United States, 381 F.2d 1004 (Ct. Cl. 1967).
Allied Chem. Corp. v. United States, 370 F.2d 697 (2d Cir. 1967).
Fawick v. Comm'r, 436 F.2d 655 (6th Cir. 1971).
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grantor will conclude a sale, has reference. . to the substantial property
right in a patent . . . and not the grantor's contractual right to obtain
future payments in return for his conveyance of that property right.'

The Bell court defines the property right in terms of a patent owner's
monopoly right to exclude all others from practicing the invention.
Whether an exclusive license limited to a particular geographical
area or particular field-of-use, e. g. mining industry, will constitute
a transfer of all substantial rights is unclear. The Seventh Circuit
Court of Appeals in a recent decision stated that a geographical limitation to certain eastern states did not constitute a transfer of all
substantial rights for purposes of section 1235."0 However, it should
be noted that the Klein case deals with the validity of the regulations
under section 1235 which state that limitation within the country of
issuance is not a transfer of all substantial rights. This case is distinguishable from the situation in which a patent is limited geographically to the foreign country which issued the patent. In such case it
would seem that the transfer would be considered a transfer of all
substantial rights.
The Sixth and Ninth Circuit Courts of Appeal have made rulings
similar to Klein with regard to field-of-use limitations in transfers to
which section 1235 applies.' However, in Fawick and Mros, and in
other cases prohibiting capital gain treatment where the transfer contained a field-of-use limitation, specific note was made of the fact
that the field-of-use to which the transfers were limited was not the
only industry in which the patents had value. In Carruthersv. United
States2 and cases following that decision, capital gain treatment was
permitted. The courts found no value for the patent in any other field
outside the particular industry to which the transfer was limited. The
compatibility of the cases not allowing capital gain treatment with
the Carruthers decision is expressly noted in Fawick 3 wherein the
court stated:
[A] field-of-use restriction in a license may not prevent the transfer
from being one of property consisting of all substantial rights to a patent,
where the field-of-use to which the licensee is restricted is the only field
in which the invention has value. See e.g. United States v. Carruthers

Therefore all the field-of-use cases can be reconciled by using a transfer of all substantial rights standard.
If the grantee of a patent does not receive all of the monetarily
9. Bell Intercontinental Corp. v. United States, 381 F.2d 1004, 1014 (Ct. Cl. 1967).
10. Estate of Klein v. Comm'r, 507 F.2d 617 (7th Cir. 1974).
11. Fawick v. Comm'r, 436 F.2d 655 (6th Cir. 1971); Mros v. Comm'r, 493 F.2d
813 (9th Cir. 1974).
12. 219 F.2d 21 (9th Cir. 1955).
13. Fawick v. Comm'r, 436 F.2d 655, 662 (6th Cir. 1971).
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valuable property rights in the patent which the transferor had, there
has not been granted an assignment that qualifies for capital gain
treatment because of a failure to transfer "all substantial rights".
However, the courts will permit the grantor to restrict the grantee's
rights to protect the grantor against loss of future income where the
consideration for the transfer is to be paid in installments or on a
royalty basis. Thus, the retention of legal title to a patent is looked
upon as a harmless security device which does not negate a transfer
of all substantial rights to the grantee."4
For all taxpayers other than individuals coming within the purview of section 1235 the grantor must show that he is not a dealer in
patents to obtain capital gain treatment. Section 1235 removes the
requirement that the transferor of a patent not be a dealer in order
to receive capital gain treatment on any gain realized on the sale of
5
the patent. In Allied Chem. Corp. v. United States"
the court listed
the following factors used in determining whether one is a dealer in
certain property:
[Tihe purpose for which the property was acquired, sales activities
of the taxpayer and those acting in his behalf, the continuity and frequency of sales as distinguished in isolated transactions, the substantiality of the sales when compared to other sources of the taxpayer's income,
and the details of the taxpayer's business.

In Allied the court found that the taxpayer was in the business of
developing salable products rather than salable patents and therefore was not a dealer in patents. Generally, the courts have not imposed dealer status on inventors, except where the inventor is clearly
shown to have continually developed inventions and obtained patents
thereon, with the intention to sell the patents for profit."
With the exception of transfers covered by section 1235, to which
no holding period applies, a transferor of a patent must hold the
propert, more than six months. The holding period of an invention
begins when it is first reduced to practical application.17 Thus the
gain from the sale of an invention can be a long-term capital gain
even though a patent has not been issued."
The fact that payment for the use of a patent is paid periodically
over the life of the patent, as opposed to a lump sum, is not indicative
that a sale has not occurred. 9 However, a payment in the form of a
14. Treas. Reg. § 1.235-2(b)(i) (1957).
15. 66-1 U.S.T.C. 9212 (S.D.N.Y. 1966), afj'd, 370 F.2d 697 (2d Cir. 1967).
16. Lockhart v. Comm'r, 258 F.2d 343 (3rd Cir. 1958).
17. Kronner v. United States, 110 F. Supp. 730 (Ct. Cl. 1953).
18. Edward C. Myers, 6 T.C. 258 (1946).
19. Lockhart v. Comm'r, 258 F.2d 343 (3rd Cir. 1958); Rose Marie Reid, 26 T.C.
622 (1956); Edward C. Myers, 6 T.C. 258 (1946).
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lump sum does indicate a sale. 0 For individuals coming within the
purview of section 1235, that section provides that capital gain treatment is available regardless of the method of payment.
In order for a transfer of a patent to constitute a sale, the transfer
must be for the remaining life of the patent."' Therefore, a transfer
which is terminable at the discretion of the grantor prior to the expiration of the patent is a license and not a sale.2
B. Transfers of Know-How
Gains realized from the transfer of know-how are generally subject to many of the same rules that are used to determine the character of the gain derived from the transfer of patents.2 The major difference is that before any gain realized on the transfer of know-how can
receive capital gain treatment the know-how must first be considered
property for purposes of section 1221 or section 1231, since sales and
exchanges of property only qualify for capital gain treatment under
section 1201. The Internal Revenue Service has determined what
qualifications know-how must have to be considered property in the
context of section 351 in Rev. Rul. 64-56.14 Generally that ruling states
that the term property includes secret processes and formulas and
any other secret information as to a device or process, in the general
nature of a patentable invention without regard to whether the patent
has actually been applied for, and without regard to whether it is
patentable in the patent law sense. The fact that information was
recorded on paper or some other physical material is not itself an
indication that the information is property.2 5 The ruling also requires
the country in which the transferee is to operate to afford to the
transferor substantial legal protection against the unauthorized disclosure and use of the know-how in order for the know-how to be
considered property."6
To qualify for capital gain treatment the transfer of know-how
must be granted in perpetuity. 7 Any time limitation placed upon the
transfer will be deemed a transfer of less than all substantial rights
20. Kavanagh v. Evans, 188 F.2d 234 (6th Cir. 1951).
21. Oak Mfg. Co. v. United States, 301 F.2d 259 (7th Cir. 1962); Kavanagh v.
Evans, 188 F.2d 234 (6th Cir. 1951); Thomas D. Amour, 22 T.C. 181 (1954); Lynne
Gregg, 18 T.C. 291 (1952), aff'd, 203 F.2d 954 (3rd Cir. 1953).
22. Bell Intercontinental Corp. v. United States, 381 F.2d 1004, 1020-21 (Ct. Cl.
1967).
23. Pickren v. United States, 249 F. Supp. 560 (M.D. Fla. 1965), afj'd, 378 F.2d
595 (5th Cir. 1967).
24. 1964-1 Cum. BuLL. 133, amplified by Rev. Rul. 71-564, 1971-2 Cum. BULL. 179.
25. Id.
26. Id.
27. Pickren v. United States, 249 F. Supp. 560 (M.D. Fla. 1965), aff'd, 378 F.2d
595 (5th Cir. 1967).
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and therefore will not constitute a sale.
C. Trade-marks and Trade Names
The taxation of trade-marks and trade names parallels very
closely the taxation of income derived from the sale of patents and
know-how. However, it should be noted that any gain realized by the
creator of a copyright will be taxed as ordinary income because a
copyright is not a section 1221 or section 1231 asset.
I.

FOREIGN TAX CREDIT

Section 901 allows United States citizens and domestic corporations and certain other qualified persons to take as a credit against
United States income taxes the amount of any income, war profits,
and excess profits taxes paid or accrued during the taxable year to
any foreign country or to any possession of the United States. The
credit is allowed for income taxes imposed by any foreign country or
United States possession. Taxes imposed by political subdivisions of
foreign countries are also eligible for the credit." The taxes must be
imposed on income as that concept is used in United States income
taxation. Section 903 provides that the tax imposed "in lieu of" income taxes will qualify. Regulations under section 903 state that to
qualify as an "in lieu of" tax the foreign taxing jurisdiction must (1)
have a general income tax law; (2) the taxpayer must be subject to
such law; and (3) the general income tax must not be imposed upon
the taxpayer.
Section 904 limits the amount of foreign tax credit a taxpayer is
allowed to a proportion of the total United States tax based upon the
ratio that the foreign taxable income bears to total taxable income
from all sources.21 Section 904 provides two methods for computing
the limitation. The first method is the per-country limitation provided by section 904(a)(1). Under this limitation the limiting fraction
is calculated separately for each country. Thus the amount of credit
for a particular country is limited to the ratio of taxable income from
that country to total taxable income from all sources. Under the
overall limitation as provided by section 904(a)(2) taxes paid to all
countries are aggregated and the limitation is applied on the basis of
the ratio of total foreign taxable income to total United States income
from all sources.
As is readily apparent from the foregoing, the determination- of
the country in which the taxable income is derived is necessary to
compute the limitation on the amount of foreign tax credit allowable.
28. Treas. Reg. § 1.901-2(b) (1973).
29. This formula can be expressed as follows:
foreign taxable income/total taxable income x total United States tax
equals allowable credit.
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Section 862(a)(4) states that rentals or royalties from property located without the United States, including rentals or royalties for the
use or for the privilege of using without the United States patents,
copyrights, secret processes and formulas, good will, trade-marks,
trade brands, franchises, and other like properties is income derived
from sources without the United States. A proposed amendment to
the regulations under section 86230 states that gains derived from the
sale of patents, copyrights and other like property shall be treated in
the same manner as if the gain were a rental or royalty. Therefore, if
a patent or other like property is sold or licensed to a user outside the
United States, any gain derived from the sale will be treated as foreign source income.
IV. DIRECT LICENSING TO AFFILIATED FOREIGN CORPORATIONS
Instead of selling or licensing to an unaffiliated foreign company
the United States holder of industrial property rights may choose to
transfer rights to an affiliated foreign corporation, who in turn will
sell or license the rights. The major tax advantage gained by using a
foreign affiliate is that the foreign earnings may not be taxed currently by the United States. However, several significant hurdles
must be overcome before any advantage is achieved.
Unless the transfer of the industrial property rights is made pursuant to a tax free organization of a foreign affiliate under section 351
the transfer will be taxable and any gain realized will be taxed as
ordinary income under section 1249. Section 1249 provides that any
gain recognized from the sale or exchange of a patent, an invention,
model, design, copyright, secret formula or process, or any other similar property by a United States person to a 50 percent controlled
foreign corporation shall be taxed as ordinary income. However, section 1249 does not apply if the transfer is non-taxable under section
351.
In order for a transfer to a foreign corporation under section 351
to be nontaxable, section 367 requires prior approval by the Internal
Revenue Service that the principal purpose of the transfer is not the
avoidance of United States income taxes.3' The Internal Revenue
Service has issued guidelines in Rev. Proc. 68-2311 which indicate that
a favorable ruling will be issued if the property to be transferred to
the foreign corporation is to be devoted by the transferee corporation
to the active conduct, in any foreign country, of a trade or business;
and if the trade or business will have need for substantial investment
and fixed assets or will be engaged in the purchase and sale abroad
30. Proposed Treas. Reg. § 1.862-1, 39 Fed. Reg. 26743 (July 23, 1974).
31. INT. Rev. CODE of 1954, § 367(a).
32. Rev. Proc. 68-23, 1968-1 CUM. BuLL. 821.
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of manufactured goods. Rev. Proc. 68-23 states that a favorable ruling
under section 367 will not be issued if the property to be transferred
is transferred under circumstances which make it reasonable to believe that such property will be licensed by the transferee. Rev. Proc.
68-23 also provides that a favorable ruling will not be issued if the
property to be transferred is United States patents, trade-marks and
similar intangibles to be used in connection with the United States
trade or business or the manufacture in the United States or a foreign
country of goods for sale or consumption in the United States.
After the transfer of the industrial property rights to the foreign
corporation it is likely that the United States corporation will control
more than 50 percent of the foreign corporation. In 1962 Congress
amended the Internal Revenue Code to add Subpart F, sections 951
to 964, to deal with the taxation of controlled foreign corporations.
Under section 951 all Subpart F income is taxed pro rata to the
United States shareholders of the foreign corporation whether or not
such income is distributed to the shareholders by the foreign corporation.
Briefly stated, Subpart F income includes interest, dividends,
rents, royalties and other investment income including income from
the licensing of patents, copyrights, trade-marks, know-how and
other industrial property rights. In addition Subpart F income includes income from United States insurance risks and foreign base
companies' sales and service income. The provisions of Subpart F can
be avoided if the foreign corporation engages in the active conduct of
a trade or business.
V. FOREIGN TAXES
A discussion of foreign taxes that may be imposed upon the
licensing of industrial property rights by foreign taxing authorities is
beyond the scope of this article. However, there are two principles
which apply to most foreign jurisdictions.
Most industrialized countries have signed treaties with the
United States to prevent the taxation of the same income by both the
United States and the foreign country. Generally, the treaties provide
that businesses of one treaty country shall not be subject to taxation
by the treaty country on its profits if it is not engaged in a trade or
business in the latter country through a permanent establishment in
such country.
Secondly, most foreign countries impose a withholding tax on the
royalties paid to the United States licensors. These rates of withholding vary from country to country, and the manner and the royalties
taxed are dependent upon the country involved.

GATT,

ALTERED ECONOMICS, AND DISC: A
LEGITIMATE APPLICATION OF Rebus Sic Stantibus
I.

INTRODUCTION

The Domestic International Sales Corporation (DISC) provisions
of the Internal Revenue Code operate to defer a certain percentage
of the income tax on foreign sales made through a DISC. Arguably,
this deferral constitutes a subsidy on exports prohibited by the General Agreement on Tariffs and Trade (GATT). It is the position of this
paper that, for the reasons enumerated below, while the DISC provisions may be interpreted as a technical violation of certain sections
of GATT which prohibit export subsidies, general international practice and current international economic needs operate to make such
a technical violation fully justified.
1. GATT depends upon consensus and retaliation for its enforcement, as does public international law in general. Since many
countries utilize direct and indirect subsidy programs, and rebate or
impose border taxes, the operation of DISC would be justified as an
equivalent act by the United States. Since many provisions of GATT
are ignored now, it may be argued also that a de facto "amendment"
has been made, based on the desires of the CONTRACTING
PARTIES.
2. Since the indirect taxes (such as an excise tax), as well as
the direct taxes (such as an income tax) are both carried forward and
reflected, to a certain extent, in the ultimate sales price, there is no
longer any economic reason to justify an interpretation of GATT
allowing the rebate of indirect, but not direct, taxes.
3. Any attempt at economic regulation rests upon a set of goals
articulated for a certain set of economic problems. When the economic problems change, there is no justification for retaining old
solutions which may be regressive in the new situation. This is an
appropriate place for an application of the maxim rebus sic
stantibus.' GATT should be allowed to adjust to current economic
1. "The maxim Conventio omnis intelligitur rebus sic stantibus is held to apply

to all cases in which the reason for a treaty has failed, or there has been such a change
in circumstances as to make its performance impracticable except at an unreasonable
sacrifice." Hooper v. United States, 22 Ct. Cl. 408 (1887), citing WHARTON'S COM. Am.
LAW §161 (1880). It is the position of this Comment that the economic conditions that
exist in 1975 are such that certain sections of GATT are regressive or inequitable in
the modem context. The goals and problems considered when GATT was drafted are
significantly different from those that exist today, and thus the situation would fit the
requisites of Article 62 of the Vienna Convention on the Law of Treaties, U.N. Doc.
A/Conf. 39/27, 23 May 1969; 63 AM. J. INT'L L. 875 (1969), which effectively allows the
use of a rebus sic stantibus argument if the existence of the original circumstances
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needs, and not be bound by the problems and solutions of 1947.
II. DISC
US. Export Incentives
The Revenue Act of 1971 created a new device aimed at the
encouragement of exports of American goods. The Domestic International Sales Corporation (DISC) provisions 2 enable exporters, when
channeling their sales through a DISC, to effectively reduce their tax
3
rate to as low as 24 percent in some instances.
The DISC provisions are a part of a history of attempted tax
incentives for exports. Beginning with the China Trade Act Corporations, for which provisions were established in 1922,1 Congress has
subsequently authorized the establishment of Western Hemisphere
Trade Corporations,' and Export Trade Corporations, to promote
exports.
Outflows of American capital in the 1960's led to the establishconstituted an essential basis of the consent of the parties to be bound by the treaty,
and the effect of the change is radically to transform the extent of obligations still to
be performed under the treaty. Much of the controversy surrounding an application
of the rebus maxim arises in the case of a changed government, and such a situation
is not present here. See also the following discussions of rebus sic stantibus: W. BISHOP,
INTERNATIONAL LAW 213-23 (3d ed. 1971); J. BRIERLY, LAW OF NATIONS 244 (4th ed. 1949);

G.

HILL, THE DOCTRINE OF REBUS SIC STANTIBUs IN INTERNATIONAL LAW (1934); HUANG,

DOCTRINE

OF REBUS SIc STANTIBUS IN INTERNATIONAL LAW

DES VOLKZRRECHTS UND DIE CLAUSULA

(1935);

REBUS SIC STANTIBUS

KAUFMAN, DAS WESEN
(1911); POURITCH, DE LA

CLAUSE "REBUS Sic STANTIBus" (1918); B. SCHMIm, DIE VoLKERRECHTUCHE CLAUSULA
REBUS Sic STANTIBUS (1906); 1 E. VATrEL, LE Dnorr DES GENS, ch. 17, §296 (1758);

HarvardResearch in InternationalLaw, 29 AM. J. INT'L L. Supp. 1097-1101 (1935); Hill,
The Doctrine of Rebus Sic Stantibus in InternationalLaw, 9 U. Mo. STUDIES, No. 3
(1934); Lissitzyn, Treaties and Changed Circumstances(Rebus Sic Stantibus), 61 AM.
J. INT'L L. 895 (1967); Williams, The Permanence of Treaties, 22 AM. J. INT'L L. 89
(1926).
It should be noted at the outset that this Comment takes the position that the
United States should behave as, and should be treated as, an equal in the community
of nations, and should not be expected to assume the position of economic invincibility
that was present in 1948 when GATT was ratified. Assuming this position, and applying the arguments discussed herein, this Comment reaches a conclusion opposite from
that reached by Anninger, DISC and GA TT: International Trade Aspects of Bringing
Deferral Home, 13 HABv. INT'L L.J. 391 (1972) [hereinafter cited as Anninger] and
Note, Domestic InternationalSales Corporation as a Subsidy Under Gatt: Possible
Remedies, 5 CASE W. RES. J. INT'L L. 87 (1972) [hereinafter cited as Note], both of
which determined that the DISC program was an unjustified violation of GAT.
2. her. Rxv. CODE OF 1954, § 995 et seq. [hereinafter cited as CODE].
3. Hyde & Murphy, The Domestic InternationalSales Corporationin Perspective
and Operation, 28 Bus. LAW. 43 (1972).
4. CODE § 943.
5. CODE § 992, established in 1942.
6. CODE § 951.
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ment of Voluntary Foreign Credit Restraint Guidelines by the Federal Reserve Board,7 and jawboning by President Johnson for the
nation's businesses to restrict their foreign investments.8
It soon became apparent that more stringent measures were
needed, and, in 1968, the Office of Foreign Direct Investments was
established to regulate the transfer and retention of capital abroad
by U.S. businesses.' Yet, within two years of the imposition of these
measures, their ineffectiveness became apparent.' 0 With a growing
balance of trade deficit, and an inability to otherwise reverse that
trend with other methods, the Treasury Department in 1970 proposed
the enactment of the DISC provisions.
First falling to defeat when it was attached to a textile quota
bill," DISC returned in the next session of Congress to be passed
amidst the general atmosphere of uncertainty that surrounded the
President's imposition of a 10 percent surcharge on imports and the
floating devaluation of the dollar in 1971. The DISC provisions, as
enacted, provided for the deferral of tax payments, as opposed to the
outright remission of taxes that would have been achieved by the
original DISC proposal.' 2 This deferral was believed to be (without,
perhaps, being given adequate consideration)' 3 acceptable under pro7. Hyde, supra note 3, at 50.
8. See Federal Reserve Press Release, dated February 18, 1965, Remarks of J. L.
Robertson, member of the Board of Governors of the Federal Reserve System, to
representatives of banks and other financial institutions with respect to the President's
Balance of Payments Program, cited in Hyde, supra note 3, at 50 n. 30.
9. Executive Order 11,387 (Jan. 1, 1968), cited in Hyde, supra note 2, at 50 n. 30.
According to Manley Hudson, Jr., although the Foreign Direct Investments Program
was the principal balance of payments program, it was directed at the very component
of the balance of payments account that has most consistently produced a profit.
Hudson, CurrentDevelopments in Balance of Payments Restraints, in PRIVATE INVESTORs ABROAD - PROBLEMS AND SOLUTIONS IN 1969 at 191, 206.
10. Although the ineffectiveness of these provisions is generally conceded, Hudson
insisted that the programs prior to 1969 were quite successful, although more could
have been done. Id. at 201.
11. H.R. 20, 92nd Cong., 1st Sess. (1969). The Treasury's original DISC proposal
was incorporated in a separate bill introduced by Representative Byrnes on July 9,
1970, as H.R. 18392, 91st Cong., 2d Sess. (1970). This bill was subsequently incorporated, with considerable modification, in a bill that was intended to become the
"Trade Act of 1970," H.R. 18970, 91st Cong., 2d Sess. (1970). It was reported out of
the Ways and Means Committee favorably, H.R. Rep. No. 91-1435, 91st Cong., 2d
Sess. (1970), was passed by the House, but died in the Senate Finance Committee
when Congress adjourned. Brudno, The DISC Proposal, in PRIVATE INVESTORS ABROAD
PROBLEMS AND SOLUTIONS IN 1971 at 151, 154.
12. Id.
13. Patrick, Domestic International Sales Corporation (DISC) - The 1971
Legislation, in PRVATE INVESTORS ABROAD - PROBLEMS AND SOLUTIONS IN 1972 at 323,
327.
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visions of the General Agreement on Tariffs and Trade (GATT), 4
which controls the deferral or rebate of taxes on exports. The DISC
provisions additionally had the ostensible appeal of creating an export incentive without the need for establishing a new "tax haven."' 5
The provisions of the DISC, although uncertain in their ultimate
effects in regard to stimulating additional exports, still represent one
valid attempt in this direction. While it may be argued that DISCs
were only utilized by those companies that were already in the export
business, and thus encouraged no new export activity, 6 there is also
evidence that the provisions did encourage some corporations, who
were otherwise reluctant, to establish export operations.' 7 Even if the
DISC provisions did nothing more than increase exports from already
established exporters, the intended function arguably was then accomplished by encouraging more foreign sales of U.S. goods.
Provisions of DISC
Briefly, the DISC provisions of the Internal Revenue Code require that, in order to avoid the normal rates of federal taxation, the
DISC must confine its activities almost exclusively to export selling
and related activities; the DISC cannot act as a manufacturer."
14. General Agreement on Tariffs and Trade, Oct. 30, 1947, 61 Stat. pt. 5 at All;
T.I.A.S. No. 1700; 55 U.N.T.S. 194 effective Jan. 1, 1948 [hereinafter cited as GATfT].
Although GAT'r has not been ratified by the Senate, it is valid and enforceable in the
U.S. as an executive agreement as long as it does not conflict with any legislation.
Jackson, The GeneralAgreement on Tariffs and Trade in United States Domestic Law,
66 MICH. L. REv. 249, 250 (1967).
15. -Thepurpose of the Export Trade Corporation (subpart F) and Western Hemisphere Trade Corporation provisions was to make exporting at least as profitable from
the tax standpoint as manufacturing abroad. Subpart G gave deferrals on income to
businesses whose activities improved the balance of payments. But prior to the enactment of DISC, all of these provisions shared one common fault: excess complexity.
Note, supra note 1, at 101. For a brief outline of the development of U.S. attitudes in
regard to foreign income, see J. PECHMAN, FEDERAL TAx PoLicy 139 (Rev. Ed. 1971).
16. Professor Stanley Surrey suggested the dropping of the DISC provisions entirely, asserting that the same goals could be accomplished in other ways which would
avoid the "ludicrous windfalls now being obtained under DISC." Statement of S.
Surrey, PanelDiscussion before the House Comm. on Ways and Means 93d Cong., 1st
Sess., at 24 (1973). In another hearing, a witness asserted that DISCs lost $1 billion
per year in revenue, and that 90 percent of the tax deferral was going to 10 percent of
the exporters. DISC allegedly helps medium sized manufacturers as opposed to medium sized exporters, and was no help at all to the small manufacturer or exporter.
Testimony of C. McKay, Hearings Before the Subcomm. on Government Procurement,
92d Cong., 2d Sess., H. Res. 5 and 19, at 29 (1972) [hereinafter cited as 1972 Hearings
on Gov. Procurementl.
17. See e.g., Norton, DISC Helps Toro Boost Sales Abroad, JouRNAL OF
COMMERCE, Nov. 18, 1974, at 13A, col.1; according to S. Buchmer, DISCs help small
companies. 1972 Hearings on Gov. Procurementsupra note 16, at 36.
18. This summary of the DISC provisions is adapted from Anninger, supra note
1, at 397-400.
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Under section 992, 95 percent of the assets and receipts of the DISC
must be export related, and it must maintain at all times the minimum capital of $2500.11
There are four potential areas of tax saving through utilization
of a DISC. Most obvious is that federal tax is deferred on one-half of
the taxable income until it is distributed to the shareholders as a
dividend. 0 The tax free profits may be retained by the DISC and
reinvested in its export activities, they may be invested in ExportImport Bank obligations, or may be used as "producer's loans" to
related or unrelated U.S. manufacturers for their export operations.
The shareholders are treated as receiving the other one-half of the
DISC income whether or not it was actually distributed."'
The second DISC benefit is the ability of the parent corporation
to borrow income from a DISC in five-year "producer's loans."2
These loans are, in effect, interest free, "assuming the interest is
actually distributed as a dividend by the DISC. The reason for this
is that the interest is not taxed to the DISC and is a deduction for
the borrower-shareholder and the dividend is taxed to the borrowershareholder. '"2 Producer's loans can be renewed indefinitely for fiveyear periods, as long as three conditions are met at each renewal: (1)
the producer's loans cannot exceed an amount equal to the value of
all U.S. assets multiplied by the percentage of export receipts to total
receipts; (2) the borrower must increase his investment during the
year the loan is made in U.S. assets or in research and development;2 4
(3) the shareholders of a DISC are treated as receiving dividends to
the extent that an increase in foreign investment is attributable to
these loans. 25 This rule, the "fugitive capital" limitation, was imposed with the balance of payments in mind, in order to deter outflows of the DISC's tax-deferred profits.
A third advantage arises in that special inter-company pricing
rules are granted which allow for more profit than would be possible
under a section 482 "arm's length" arrangement. The safe haven
rules allow a DISC to earn on sales either four percent of the qualified
export receipts on the sale, or 50 percent of the combined taxable
income of the DISC, whichever is greater; plus, in both cases, ten
percent of the export promotion expenses. Thus, the DISC's profits
19. DISC, A HANDBOOK FOR EXPORTERS 3 (1972) [hereinafter cited as DISC
Rev. Rul. 72-166, 1972-1 CuM. BuLL. 220.
20. CODE § 995(b)(1).
21. Id.
22. CODE § 993(1).
23. Disc HANDBOOK, at 21; CODE § 995(b)(1)(A).
24. Disc HANDBOOK, at 21-22.
25. CODE § 995(b), (d).
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will include at least some of the manufacturing profits in addition to
its own."6
When liquidation or permanent disqualification of the DISC occurs, the fourth benefit is realized. Although previously untaxed profits are taxable to the manufacturer as a dividend, the tax is payable
27
over as many years (up to ten) as the DISC had been in existence.
The 50 percent tax deferral and the special inter-company pricing rules result in an effective reduction of current federal income tax
liability from 48 percent to 36 percent, and, in some cases, to 24
percent. If a manufacturer had a normal rate of return on export sales
of four percent or less, the DISC inter-company pricing rules contained in section 994 would enable attribution of all of the profits to
the DISC. Since only 50 percent of the DISC income is deemed distributed, the parent would only be taxed on one-half of the gain, for
an effective rate of 24 percent. 8
As of June, 1974, there were over 5000 DISCs, which was an
increase from the 2000 in operation at the end of 1972.29 But they have
not been operating without some cost in terms of lost tax revenue.
Initial estimates of DISC operating costs ran from $600 million to $1.1
billion, 3 and Treasury Secretary Simon recently stated that the revenue costs of the first year of DISC operation (1972) were somewhat
higher than expected due to the high DISC profits in that year 2 ' Any
immediate loss to the government, however, is somewhat compensated by the eventual increase in revenue due to the "multiplier"
effect as the profits are spread throughout the32 economy, and this
point is emphasized by the proponents of DISC.
Although the overall value of DISC is unclear, the provisions
remain in force, and their potential, as well as actual, international
effects continue to be debated. As indicated previously, one question
that was raised from the outset was whether a DISC operation would
violate the prohibition of certain types of export subsidies enumerated in Article XVI of GATT. 33 In order to understand the purposes
26. Statement by S. Surrey, Hearings on H.R. 10947 Before the Senate Comm.
on Finance, 92d Cong., 1st Sess., at 733 (1971) [hereinafter cited as 1971 Hearings
Before the Senate Comm. on Finance].
27. CODE § 995(b)(2)(B).
28. Anninger, supra note 1, at 400 n. 42.
29. Statement by W. Simon, Hearings Before the Senate Comm. on Finance, 93d
Cong., 2d Sess., at 15 (1974) [hereinafter cited as 1974 Hearings Before the Senate
Comm. on Finance].
30. Anninger, supra note 1, at 406.
31. 1974 Hearings Before the Senate Comm. on Finance, supra note 29.
32. Anninger, supra note 1, at 406.
33. Article XVI(4) of GATT reads as follows:
Contracting parties shall cease to grant either directly or indirectly
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of GATT, and how the DISC provisions might run afoul of the tariff
treaty, a brief examination of the history and major provisions of
GATT is necessary.
I.
GATT
After World War Two, GATT was drafted as a first step toward
the creation of an International Trade Organization (ITO), and the
elimination of tariffs that were then the major cause of distorted
trade patterns. 4 The ITO was never created due to political squabbles, and instead the GATT treaty was institutionalized to take its
place. The United States was apparently not unduly concerned about
the entrenching of GATT (along with certain provisions it contained
which were not entirely favorable to the U.S.) after World War Two,
since at that time the U.S. had the dominant economy. The U.S. also
accepted, on a de facto basis, certain restrictive practices by other
countries; since the U.S. economy was so strong in relation to the rest
of the world, these "obtacles" to free trade actually served to return
world trade to some sort of balance, and were not considered disequilibrating factors 5
Although restrictive tariffs are the most well known barriers to
any form of subsidy on the export of any product other than a primary
product which subsidy results in the sale of such product for export at a
price lower than the comparable price charged for the like product to
buyers in the domestic market.
GATT, annex I, ad. art. XVI, Interpretative Note to Art. XVI reads as follows:
The exemption of an exported product from duties or taxes borne by
the like product when destined for domestic production, or the remission
of such duties or taxes in amounts not in excess of those which have
accrued, shall not be deemed to be a subsidy.
Article III reads:
The contracting parties recognize that internal taxes and other internal charges . . . should not be applied to imported or domestic products
so as to afford protection to domestic production ....
The products of

the territory of any contracting party imported into the territory of any
other contracting party shall not be subject ... to internal taxes or other
internal charges of any kind in excess of those applied, directly or indirectly, to like domestic products. Moreover, no contracting party shall
apply otherwise internal taxes or other charges to imported or domestic
products in a manner contrary to the principles set forth [above] ....
IV GATTr: BAsic INSTRUMENTS AND SELECTED DOCUMENTS (1969) [hereinafter cited as
GATT: BISD]. No threats of countervailing duties have been made as a result of
DISC, although the European Economic Community did request consultations under
Art. XXIII concerning the consistency of DISC with GATT'. The United States in turn
requested consultation regarding the tax system of the European countries. Testimony
of R. Cole, 1972 Hearings on Gov. Procurement, supra note 16, at 163-64.

34. Jackson, supra note 14, at 250.
35. Hemmendinger, Non-Tariff Trade Barriers, 63 AM. Soc'Y.
PROCEEDINGS 204, 206 (1969).
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free trade, many non-tariff trade barriers can be implemented, and
have been assuming a role of greater importance. For example, quantitative restrictions on imports are considered the most effective, although somewhat cumbersome to administer. Also possible are "buy
national" programs for government procurement, artificially high
valuation of imports for customs purposes, subsidization of internal
agricultural production to lessen the influence of more efficiently
produced imports, use of countervailing duties, use of anti-dumping
duties, manipulation of size and quality controls, and tax incentives
3
for exporters, to name just a few.
GATT itself did not contain an enforcement procedure to be
applied to those states who chose to violate its provisions, but relied
instead on individual self-help in the form of retaliation. 7 Although
it was the goal of GATT to eliminate distortions in the normal pattern of international trade created by non-tariff barriers such as subsidies, the GATT members could not decide on a specific course of
action in regard to these practices. 8 In fact, there was even some
difficulty at the outset in defining precisely what consistuted a forbidden subsidy,9 although Art. III (8)(b) provided a clue by allowing
subsidies on production but not on exports.' 0
The original GATT contained a provision (Art. XVI) calling for
consultations if a forbidden subsidy were employed, and it was not
until 1955 that it was significantly strengthened." By 1961, a GATT
working party was able to produce a non-exclusive list of eight forbidden practices under Art. XVI.12 From this list, two forbidden practices are important for the purposes of DISC:
(c) The remission, calculated in relation to exports, of direct taxes
or social welfare charges on industrial or commercial enterprises;
(d) The exemption, in respect of exported goods, of charges or
taxes, other than charges in connection with importation or indirect taxes
levied at one or several stages on the same goods if sold for internal
consumption; or the payment, in respect of exported goods, of amounts
exceeding those effectively levied at one or several stages on these goods
in the form of indirect taxes or of charges in connection with importation
or in both forms.

36. Metzger, Non-Tariff Trade Barriers: New Liberalization or New
Protectionism?, 63 AM. Soc'Y. INT'L L. PROCEEDINGS 203 (1969).
37. K. DAM, THE GATT - LAW & INTERNATIONAL ECONOMIC ORGANIZATION 81
(1970); Comment, Attacks on the United States Import Surcharge under Domestic &
InternationalLaw: A PragmaticAnalysis, 6 J. INT'L. L. & ECON. 269, 271 (1972).
38. Anninger, supra note 1, at 394-95.

39. GATf: BISD supra note 33, (9th Supp.), at 185-201 (1961); GATT: BISD id.,
(10th Supp.) 208 (1962).
40. Note, supra note 1, at 89.
41. See supra note 16.
42. GATT: BISD supra note 33, (9th Supp.), at 185-87 (1961).

1975

GATT

AND

DISC

In order to determine whether DISC should be considered a violation of Art. XVI, a closer examination of the provisions of the treaty
and the statute, in terms of current economic needs, is necessary.
IV. THE ARGUMENTS FOR DISC
Economics: Theory and Practice
If we apply the adage that "taxes delayed are taxes saved," it
would appear that a DISC tax deferral might be considered a subsidy. 3 The 95 percent rule contained in DISC clearly would provide
the benefits for exporting and not for manufacturing, and could not
thus be allowed as a subsidy on production. Furthermore, the fact
that producer's loans can be indefinitely renewed effectively makes
the tax liability so remote as to be almost nonexistent." Although
Art. XII allows use of certain measures to act as temporary remedies
for balance of payments problems, it is argued that since DISC provisions are arbitrary in terms of their size and impact, and since they
are not a temporary measure, they would not fall under the exception
granted by this article. 5
The major objection to this approach is the fact that GATT
allows member countries to relieve exports of indirect taxes (such as
value added taxes) as they leave the country, and to impose on imports a tax equal to that borne by similar domestic items." "Border
taxes" are not considered to be either a tariff or a subsidy, since, at
the time GATT was promulgated, it was assumed that indirect taxes
were fully reflected in the price of the goods, while direct taxes (such
as an income tax) were not, and therefore were not entitled to an
export rebate or an import add-on. 7
Since the United States does not rely on indirect taxes to any
significant extent, and since, as will be seen, the theory that indirect
taxes are fully reflected in the price of the item is open to serious
doubt, it would appear that this provision of GATT is indeed inequitable.
This distinction in treatment developed because the GATT provision allowing a rebate at the border of taxes "borne by the product"
43. Similar tax deferral provisions contained in the WHTC provisions might be
due for similar challenge but for the "grandfather" clause which provided that GA'TT
would be applied to "the fullest extent not inconsistent with existing legislation."
GATT Protocol, para. 2(b), 61 Stat. A2051 adopted Oct. 30, 1947.
44. The Accounting Principles Board has taken the position that the contingent
tax liability, related to DISC tax-deferred income, need not be considered in the
compilation of annual earnings. Anninger, supra note 1, at 404.
45. Id. at 413.
46. See supra note 16.
47. Nolan, The Impact of the Federal Tax Structure on Exports and the DISC
Proposal, in PRIVATE INvESTORs ABROAD - PROBLEMS & SOLuTIONS IN 1971 127, 136.
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was interpreted to include a tax on the product itself, such as an
excise or value-added tax, and not a corporate income tax (for example).48 As mentioned above, the theory behind this practice is that
direct taxes, such as a corporate income tax, is fully shifted back to
the producer, by reducing after-tax corporate profits. An indirect tax
would, under this formulation, be fully shifted forward and paid by
the customer."9 Unfortunately, though this view is in serious doubt
today, it still derives much strength from a tradition wherein income
taxes were not sufficiently important to justify the administrative
machinery for border tax adjustments, and the feeling that the calculations necessary for such rebates would be too complex to utilize
regularly.50
In fact, the opposite situation may be true. It is often difficult
to calculate the total amount of cascade turnover taxes or indirect
taxes on multifunction capital equipment." It is also frequently difficult to categorize a tax as either direct or indirect since they may
contain elements of both.2 Value added taxes are considered indirect,
but they often fall on both the costs and the profits of the producer.
To the extent they fall on the profits, it is difficult to distinguish them
from an income tax. On the opposite side, corporate taxes are usually
classified as direct. However, it is possible for a corporate tax reduction to stimulate increased spending, which would lead to increased
demand, and, eventually, increased prices.53
In reality, the ability to shift forward either an indirect or direct
tax depends not upon a rule of economics, but rather upon the product itself, attitudes toward taxation, general economic conditions, the
percentage of market control exercised by the seller, and the ease or
5 4
restrictiveness of the monetary policy at the time of the transaction.
Under one theory, the general trend for capital concentration that
leads to oligopolies in productive industries tends to negate the theory
of marginal pricing and total direct tax absorption. If any tax is
considered as a cost of doing business, which would be true of all
48. K. DAM, supra note 37, at 211; Anninger, supra note 1, at 402.
49. Anninger, supra note 1, at 416.
50. K. DAM, supra note 37, at 214.
51. Id. at 211, 214.
52. King, CountervailingDuties: An Old Remedy with New Appeal, 24 Bus. LAW.
1179, 1188 (1969).
53. Staff Analysis of Certain Issues Raised by the General Agreement on Tariffs
and Trade, Hearings Before the Senate Subcomm. on International Trade of the
Comm. on Finance, 92d Cong., 1st Sess., at 921, 926 (1971) [hereinafter cited as 1971

HearingsBefore the Subcomm. on Int'l. Trade]; M.

VON STEINAECHER, DOMESTIC TAXA-

TION AND FOREIGN TRADE: THE UNITED STATES-EUROPEAN BORDER TAX DISPUTE

J. JACKSON, WORLD TRADE & THE LAW OF THE

54. Nolan, supra note 47, at 138.

GATT 298 (1969).

27 (1973);
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businesses except monopolies (which would be able to pass the cost
along), the tax must be included in the income and the price. 5
Reduced taxes on exports could result in either lower prices (if
the competition was present to force down the price, or if lack of
demand accomplished the same thing) or more profit to the seller.
The possibility of high profits due to a tax incentive could attract
other firms even if the end result was not lower prices to the foreign
consumer. 56 One suggested test for the rebate of taxes is the extent
to which prices are altered by the tax,5 7 but, as can be seen, in the
normal economic world the combination of pressures is such that it
would be difficult if not impossible to determine what portion of a
given price was actually influenced by a tax. From a theoretical
standpoint, however, if any of the tax (whether direct or indirect) is
absorbed by the seller, who then receives a rebate of all taxes paid,
the extent to which the tax was absorbed is essentially a subsidy."
It would therefore'appear that value added or similar taxes are
not entirely deserving of the treatment they receive, and that rebates
of border taxes place goods from a country that does not depend on
indirect taxes to a significant extent at a comparative disadvantage.
Changed Conditions
By 1975, major changes had occurred which made many of the
1948 assumptions, which were still operative in GATT, obsolete. In
addition to the changes in economic theory noted above, the five-year
"Kennedy Round" of GATT negotiations had effectively eliminated
tariffs as major barriers to world trade. With tariffs out of the way,
non-tariff trade barriers, such as direct and indirect subsidies to exports are receiving more attention. Also, the pattern of world trade
has been significantly altered, with the U.S. in a negative balance of
trade posture, and no longer in the comfortable role of leading exporter. Thus, it would appear that the U.S. can no longer afford to
be "generous" in regard to the restrictive practices of other countries;
nor can it confine its attention to only tariff-type restraints.
Finally, the petroleum situation has markedly changed the outlook of most industrial countries to the point where balance of payments deficits, instead of resulting in "mere" inflation, now threaten
55. Lindholm, National Tax Systems and InternationalBalance of Payments, 19
NAT'L TAX. J. 163, 167 (1966).
56. J. GASTON & W. SMITH, BORDER TAXES
COOPERATION 86 (1969).
57. R. MUSGRAVE, FIScAL SYSTEMS 277 n. 9 (1969).
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58. Note, supra note 1, at 96. It is difficult to ascertain the exact extent to which
reliance on a direct or indirect system of taxation will prejudice a country when dealing
with another country using a different system of taxation.
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to bankrupt the economies of several countries. Although the United
States is not yet at this point, the importance of maintaining exports,
to at least partially offset currency flowing out to support oil purchases, has received renewed emphasis.
It is for these reasons that the application of rebus sic stantibus
should be considered appropriate. No grand moral principles or peremptory norms of international law are sought to be avoided. Rather,
the use of rebus sic stantibus would make a relatively successful
international agreement fair and functional in its current setting.
Retention of a familiar framework, albeit with a slightly different
interpretation, would ultimately promote international trade, and
avoid the need to scrap GATT and begin anew.
CONCLUSION

As has been shown, both the economic conditions and economic
theories that prevailed in 1948, when GATT was promulgated, no
longer obtain. While these two points are the strongest arguments in
support of DISC, other points have been raised in various forums
which should be considered briefly.
One of the cornerstones of the Treasury's initial presentation of
DISC was that, in strict terms, GATT nowhere forbids a deferral of
taxes, as opposed to an outright rebate. 9 While ostensibly appealing,
this argument loses much of its force when one realizes that, as noted
previously, the present value to a corporation of 15 years of tax deferral is approximately equal to the tax itself.6 0
Another argument that has been raised is the fact that since
GATT has never been ratified by the Senate, it carries only the status
of an executive agreement in the United States, and cannot contradict any U.S. laws.' This is certainly true, but it would seem to do
violence to the entire concept of executive agreements (which are
unquestionably a valuable tool of international relations), if Congress
felt inclined to prove its point by legislatively "flexing its muscles"
without considering adequately the underlying problems.
More important is the consideration of the overall economic
framework in which the CONTRACTING PARTIES must attempt
to utilize the GATT provisions. Currently, many countries in the
world face a sudden balance of payments crisis not only as a result
of profligate consumption, but due also to the sudden acceleration of
petroleum prices. In this context, narrow legalistic readings of GATT
59. Letter from Roy T. Englert to Hon. Wilbur D. Mills, June 16, 1970, found in
Anninger, supra note 1, at 393 n. 12.
60. Statement by S. Surrey, 1971 Hearings Before the Senate Comm. on Finance
supra note 26.
61. 1971 Hearings Before the Subcomm. on Int'l Trade, supra note 53.
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provisions regarding the right of a member nation to attempt to offset
some of its balance of payments problems are inappropriate.
It may be proper to justify the use of DISC as a currency stabilization program, to aid the U.S. balance of payments. Since the dollar
still serves as a reserve currency in the international monetary system, it would therefore be in the interest of all parties to stabilize the
dollar.
In addition to the unique role played by the dollar, DISC may
also serve a valuable function as a compensatory export subsidy and
as a means to counteract the border tax adjustments. The number
of countries that, directly or indirectly, grant export subsidies is
rather large, 2 and, since these practices are arguably also violations
of GATT, these countries should have some difficulty in justifying
their own programs if they choose to challenge DISC.
The U.S. does have the option of imposing countervailing duties,
and court cases have unanimously reaffirmed U.S. domestic power to
do this."3 This, however, would be a drastic measure, and would probably be perceived as a more aggressive tactic than the DISC program,
so it should be reserved for a last resort or for uniquely egregious
individual cases.
It would then seem that the only possible long range solution,
short of a major re-write of GATT, is to adopt a rebus sic stantibus
position in regard to changed economic circumstances, and the invalidization of economic theories upon which the original document was
based. Such an adaptation of GATT has already occurred: the use of
temporary import surcharges by the U.S., Canada, and Great Britain
would possibly indicate a de facto amendment to at least that provision of GATT when other members failed to take any action."
Rebus sic stantibus is seen by many as an extreme position,
adopted as a last resort, legalistic method to maintain at least the
facade of adherence to principles of international law while at the
same time attempting to be relieved of treaty burdens that are unwanted. But the position of the U.S. has not been to adopt this
posture flippantly, for they just as well could have stated that since
62. A summary of some of the tax incentives used by major trading partners of
the U.S. is found at Hearings on S.2754 Before the Subcomm. on Foreign Commerce
& Tourism of the Senate Comm. on Commerce, 92d Cong., 2d Sess., ser. 92-83, at 149
(1972). A table providing a summary of export incentives offered by the major industrial countries is found at INCENTIVES FOR INDUSTRIAL EXPORTS, U.N. Doc
TD/B/C.2/89 Rev. 1 (1967). The existence of these subsidy programs is not seriously
questioned, and they have therefore not been extensively covered in this Comment.
63. King, supra note 52, at 1179-85.
64. K. DAM, supra note 37, at 32; Comment, supra note 37, at 274.
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GATT was never ratified by the Senate it cannot bind the U.S. as
against contrary domestic legislation.
Adoption of the rebus argument by the U.S. would be the appropriate middle ground between going along with outdated and unfair
provisions of GATT or calling for its total revision and encountering
the predictable political impossibility of drafting a new document.
The current dispute is primarily between the U.S. and Europe. The
two sides have shown they abide by the generally accepted principles
of international law. In that framework, a solution can be found.
Theodore L. Banks

F-Estate of Leonard Whitlock v. Commissioner, 59 T.C.
490, 494 F.2d 1297 (10th Cir. 1974), cert. denied, 419 U.S. 839 (1974).
SUBPART

INTRODUCTION

The Tenth Circuit recently confronted the rules of Subpart F of
the Internal Revenue Code' and, in an abbreviated opinion, reversed
the Tax Court's construction of section 951(d),2 and upheld the Tax
Court on the constitutionality of Subpart F, particularly section
951(a)(1) and (2) and section 956.
Estate of Leonard E. Whitlock v. Commissioner' gives the I.R.S.
the needed precedent with which to seal two potentially large loopholes in the 1962 legislation providing for taxation of U.S. shareholders of a controlled foreign corporation on certain items of its
undistributed earnings. In its opinion, the Tenth Circuit virtually
dismissed the language of section 951(d), which the Tax Court had
found to be decisive in the case. Basing its holding on the overall
purpose of Congress,' the Court found that even though the statutory
language clearly provides that shareholders of a controlled foreign
corporation that is also a foreign personal holding company will not
be subject to taxation under section 951(a), the exclusion was not
intended to apply to section 951(a)(1)(B) and, therefore, the taxpayers would be obliged to include in gross income their pro rata share
of the corporation's increase of earnings invested in U.S. property for
its taxable years 1963-67. The other aspect of the Court's opinion that
will be dealt with herein is the Court's holding that pre-1962 earnings
of the controlled foreign corporation are to be included in determining
the shareholders' pro rata share of the increase in earnings invested
in U.S. property.
THE FACTS
During 1963, 1964 and part of 1965, the taxpayers, Georgia M.
Whitlock and her husband Leonard E. Whitlock, both citizens and
residents of the United States, owned all of the stock in a Panamanian corporation, Whitlock Oil Services, Inc., which was engaged in
heavy oilfield transportation in Turkey and Libya. In 1965, Leonard
E. Whitlock relinquished all of his interest in Oil Services' stock and
through the taxable year 1967 (the period of time in question), Georgia M. Whitlock was Oil Services' sole shareholder. On October 11,
1. According to one commentator, the provisions of Subpart F reach and never
leave "a lofty plateau of complexity that the Internal Revenue Code had previously
attained only in occasional subsections..." B. BITTKER AND L. EBB, UNITED STATES
TAXATION OF FOREIGN INCOME AND FOREIGN PERsoNs 339 (2d ed. 1968).

2. INT. REv. CODE OF 1954 [hereinafter cited as CODE].
3. 59 T.C. 490, 494 F.2d 1297 (10th Cir. 1974), cert. denied, 419 U.S. 839 (1974).
4. 494 F.2d at 1300.
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1967, Leonard died and his widow was duly appointed Executrix of
the Estate of Leonard E. Whitlock by the Probate Court of Stafford
County, Kansas on January 5, 1968.
From 1963-1967, Oil Services was a "controlled foreign corporation" as defined in section 957(a). 5 And except for the year 1963, it
was also a "foreign personal holding company" as defined in section
552(a)6 for the same period of time. The taxpayers did not report
foreign personal holding company income for any of the years except
1967; but it was stipulated that for the years 1964-1967, certain
amounts of undistributed foreign personal holding company income
were includible in their gross income.
For each of the five years in question, Oil Services increased its
amount of earnings invested in U.S. property, as defined in section
956(b), 7 and it was the increase for each year which the I.R.S. maintained must be included in the taxpayers' gross income under section
5. ". . . any foreign corporation of which more than 50 percent of the total
combined voting power of all classes of stock entitled to vote is owned (within the
meaning of section 958(a)), or is considered as owned by applying the rules of ownership of section 958(b), by United States shareholders on any day during the taxable
year of such foreign corporation."
6. ". . . any foreign corporation if
(1) GROSS INcoME REQUIREMENT.-At least 60 percent of its gross income (as defined in section 555 (a)) for the taxable year is foreign personal holding company
income as defined in section 553; but if the corporation is a foreign personal holding
company with respect to any taxable year ending after August 26, 1937, then, for each
subsequent taxable year, the minimum percentage shall be 50 percent in lieu of 60
percent, until a taxable year during the whole of which the stock ownership required
by paragraph (2) does not exist, or until the expiration of three consecutive taxable
years in each of which less than 50 percent of the gross income is foreign personal
holding company income. For purposes of this paragraph, there shall be included in
the gross income the amount includable therein as a dividend by reason of the application of section 555(c)(2); and
(2) STOCK OWNERSHiP REQuiREmNT.-At any time during the taxable year more
than 50 percent in value of its outstanding stock is owned, directly or indirectly, by or
for not more than five individuals who are citizens or residents of the United States,
hereinafter called 'United States group.'"
7. "For purposes of subsection (a), the term 'United States property' means any
property acquired after December 31, 1962, which is
(A) tangible property located in the United States;
(B) stock of a domestic corporation;
(C) an obligation of a United States person; or
(D) any right to the use in the United States of
(i) a patent or copyright,
(ii) an invention, model, or design (whether or not patented),
(iii) a secret formula or process, or
(iv) any other similar property right, which is acquired or
developed by the controlled foreign corporation for use in
the United States.
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951(a)(1).1 The investments consisted of stock in domestic corporations and notes and accounts receivable from U.S. persons. The taxpayers contested the Commissioner's assessment of deficiencies for
the years in question on four grounds, two of which will be dealt with
herein:
(1) Section 952(d) specifically discharged them from any liability under section 951(a)(1)(B) for the years in which Oil Services was
a foreign personal holding company (1964-1967);
(2) In the alternative, if there was any liability for said investments in U.S. property, it was limited to the amount of earnings
accumulated after December 31, 1962.
The Tax Court, in a reviewed opinion, three judges dissenting,
found for the taxpayers on their first contention and held that for the
years 1964-1967, the amount of Oil Services' increase in earnings
invested in U.S. property need not be included in the taxpayers' gross
income by virtue of the provisions of section 951(d). Furthermore, the
Court invalidated Treasury Regulation 1.951-3 (1965) insofar as it
"requires a United States shareholder, who for his taxable year is
subject to tax under Section 551(b) on income of a controlled foreign
corporation, to include in gross income for such taxable year any
amount under section 951(a)(1)(B) with respect to such controlled
foreign corporation. . ."I The Tax Court did not have to consider the
taxpayers' second contention because it determined that for the years
1964-67 the taxpayers were not subject to taxation under 951(a), and
because for the year 1963, when the corporation was only a controlled
foreign corporation and so subject to 951(a), its earnings were sufficient to account for all of the investment in U.S. property and thus,
accumulations in prior years were not a factor.
The Tax Court found deficiencies for 1963 (under section
951(a)(1)(B)), since for that year only the corporation was a controlled foreign corporation and not also a foreign personal holding
company and for 1965 and 1967 (due to unreported foreign personal
holding company income) and an overpayment in 1964. The Commissioner appealed, and the taxpayers cross-appealed.
The Tenth Circuit three-judge panel reversed the Tax Court on
8. "If a foreign corporation is a controlled foreign corporation for an uninterrupted
period of 30 days or more during any taxable year beginning after December 31, 1962,
every person who is a United States shareholder ... of such corporation and who owns
. . . stock in such corporation on the last day, in such year, on which such corporation
is a controlled foreign corporation shall include in his gross income, for his taxable year
in which or with which such taxable year of the corporation ends:
(B) his pro rata share . . . of the corporation's increase in earnings invested in
United States property for such year ..
9. 59 T.C. at 498.
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the main issue, holding that section 951(a)(1)(B) was applicable to
controlled foreign corporations which are also foreign personal holding companies, despite the language of section 951(d) and also held
that computation of the increase in earnings invested in U.S. property is not limited to post 1962 earnings. The taxpayers' petition for
writ of certiorari was denied, as was a petition for rehearing.'
SUBPART F
President Kennedy in his Tax Message of April 20, 1961, recommended a cessation of tax deferral with respect to earnings of U.S.controlled foreign companies, except for earnings invested in less developed countries. The reasons given were a "desire to achieve greater
equity in taxation, and the strains which have developed in our balance of payments position in the last few years."" He proposed that
U.S. corporate shareholders and individual shareholders of closely
held foreign corporations be taxed on the income of the controlled
foreign corporations.
The Congressional response was to focus upon tax haven corporations instead of completely eliminating the tax deferral. Section
951(a) provides for taxation of each "United States shareholder"' 2 of
a "controlled foreign corporation"' 3 on his pro rata share of certain
items relating to the earnings of the corporation, items which are
generally associated with tax haven operations or with the informal
repatriation of earnings to avoid taxation. The income taxed under
section 951(a)(1) includes:
(A)(i) Subpart F income, defined in section 952 as income derived
from insurance abroad of U.S. risks and "foreign base company income,"
which includes, among other types of foreign source income, foreign personal holding company income, 4 as defined in section 553 relating to
foreign personal holding companies (with certain adjustments provided
in section 954(c)). Foreign personal holding company income is comprised generally of passive income-dividends, interest, royalties, annuities, gain from the sale of securities, futures transactions, etc.

10. Cert. denied, 419 U.S. 839 (1974), rehearingdenied, 95 S.Ct. 529 (1974). The
I.R.S. has recently nonacquiesced in the Tax Court decision. 1974 INr. REv. BULL. No.
11, at 5.
11. PR smENT's TAX MESSAGE, April 20, 1961, H.R. Doc. No. 140, 87th Cong., 1st
Sess. 6 (1961).
12. "United States shareholder" is defined in section 951(b)-"For purposes of
this subpart, the term 'United States shareholder' means, with respect to any foreign
corporation, a United States person (as defined in section 957(d)) who owns. . . or is
considered as owning by applying the rules of ownership of section 958(b), 10 percent
or more of the total combined voting power of all classes of stock entitled to vote of
such foreign corporation."
13. See section 957(a), cited in note 5 supra.
14. Also included in foreign base company income, as set forth in section 954(a),
are foreign base company sales income And foreign base company services income.
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In addition to Subpart F provisions, the Code also provides for taxation of foreign personal holding company income under sections 551-556.
Under section 551(a), U.S. shareholders of a foreign personal holding
company are taxable on their pro rata share of the corporation's "undistributed foreign personal holding company income."'" A shareholder of a
foreign personal holding company which is also a controlled foreign corporation would, therefore, be subject to taxation under both sections 551(a)
and 951(a) if it were not for section 951(d), which provides that a U.S.
shareholder subject to tax under section 551(b) "shall not be required to
include in gross income, for such taxable year, any amount under subsection (a) with respect to such company."
(A)(ii) The corporation's previously excluded Subpart F income
withdrawn from investment in less developed countries.
(B) The corporation's increase in earnings invested in U.S. property.
Section 956(a) defines the amount of invested earnings as "the aggregate
amount of such property held. . . to the extent such amount would have
constituted a dividend . . . if it had been distributed." In order to determine the amount taxable to the shareholders under section 951(a)(1)(B),
a comparison must be made between the amount of U.S. property held
at the end of the taxable year to the extent of adjusted accumulated
earnings and profits with the amount of such property held at the end of
the previous year to the extent of adjusted accumulated earnings and
profits at such time.'" If there has been an increase in the amount of such
property, it will be taxable to the shareholders as if it were a dividend.

The theory behind the latter provision, as stated in the Senate
Report on the Revenue Act of 1962, is:
Generally, earnings brought back to the United States are taxed to
the shareholders on the grounds that this is substantially the equivalent
of a dividend being paid to them.' 7

This rationale fits the statute as enacted insofar as investments in
related businesses, loans to shareholders, or the purchase of U.S.
property to be leased to a domestic parent corporation are concerned.
It is less applicable to investments in entirely unrelated businesses.
Section 959(a) provides that earnings and profits which have
been included in gross income of a U.S. shareholder by virtue of
section 951(a) will not again be included in the shareholder's gross
income when distributed or invested in U.S. property.
Section 1248, enacted as a part of the Revenue Act of 1962, is a
companion section to Subpart F. It provides that if a U.S. shareholder owns ten percent or more of the total combined voting power
of all classes of stock entitled to vote of a foreign corporation which
was a controlled foreign corporation at any time during the 5-year
15. CODE § 556.
16. Adjusted accumulated earnings and profits are obtained by subtracting any
amounts previously included in income under section 951(a)(1)(B) from accumulated
earnings and profits. Rev. Rul. 74-436, 1974 INT. REv. Bu.. No. 36, at 12.
17. S. REP. No. 1881, 87th Cong., 2d Sess. 78 (1962).
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period ending on the date of a sale or exchange of stock in that
corporation, then any gain that is recognized on the sale or exchange
shall be included in the gross income of such person as a dividend to the
extent of the earnings and profits of the foreign corporation attributable
. . . to such stock which were accumulated in taxable years of such
foreign corporation beginning after December 31, 1962 ... ""
THE COURT'S CONSTRUCTION OF SECTION 951(D)

In order to uphold the Commissioner's assessment of deficiency
against the taxpayer, the Tenth Circuit was forced into an interpretation of the statute in question which seemingly goes directly counter
to the clear and specific language chosen by Congress:
A United States shareholder who, for his taxable year, is subject to
tax under section 551(b) (relating to foreign personal holding company
income included in gross income of United States shareholders) on income of a controlled foreign corporation shall not be required to include
in gross income, for such taxable year, any amount under subsection (a)
with respect to such company [emphasis added]."

Whitlock Oil Services, Inc. was a foreign personal holding company
during the tax years for which tax deficiencies were levied, and the
plain meaning of the statute would appear to be that the corporation's shareholders are, therefore, discharged from including in gross
income for tax assessment purposes any amount which would otherwise be includable by virtue of section 951(a). The corporation's increase of earnings invested in U.S. property, as a part of section
951(a), should, therefore, not be includable for tax purposes in the
shareholder-taxpayer's income.
This simple syllogism was the taxpayers' basic argument, and
having made this argument, they relied mainly on the corroborating
statements of commentators and treatises. 0 The taxpayers' brief
states that the language of the statute "in sweeping terms simply
pulls shareholder . . . out from under Section 951(a) in its
entirety."2 '

In fact, had the statute itself been the extent of governmental
guidance on the matter, as the Tax Court pointed out, the taxpayers'
18. CODE § 1248(a)(2).
19. CODE § 951(d).
20. In their brief (Brief for Cross Appellants at 21-22, Estate of Whitlock v. Commissioner, 494 F.2d 1297 (10th Cir. 1974)), the taxpayers cite J. MALONE, MERTES LAW
OF FEDERAL INcoME TAXATION, Code Commentary § 951.1, at 131 (1973); 8 J. MRTENS,
LAW OF FEDERAL INCOME TAXATION § 45A.01, at 11 (1970); 5 CCH 1973 STAND. FED. TAX
REP. 4380 D.021, at 51,022; Hamer, International Trade, 30 J. TAXATION 272 (1969);
and Tillinghast, Problems of the Small or Closely Held CorporationUnder the Revenue Act of 1962, N.Y.U. 22ND INST. ON FED. TAX. 697 (1962).
21. Brief for Cross Appellants at 20, Estate of Leonard Whitlock v. Commissioner,
59 T.C. 490, 494 F.2d 1297 (10th Cir. 1974).
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argument would undoubtedly have been overwhelmingly decisive.2
The words "any amount" virtually exclude a statutory interpretation
other than that argued by the taxpayers if based solely on the language of the statute. However, the Treasury Regulations go directly
counter to this interpretation:
A United States shareholder . . . who is required under section
551(b) to include in his gross income for his taxable year his share of the
undistributed foreign personal holding income for the taxable year of a
foreign personal holding company . . .which for that taxable year is a
controlled foreign corporation
shall not be required to include in his
gross income for his taxable year under section 951(a) . . .any amount
attributable to the earnings and profits of such 23
corporation for that taxable year of such corporation [emphasis added].

Since the exclusion as it is described in the Regulation is limited to
amounts attributable to current earnings and profits of the controlled
foreign corporation which is simultaneously a foreign personal holding company, it may be inferred that amounts attributable to earnings and profits of prior years are not to be given such treatment, but,
to the contrary, must be included in the gross income of the shareholders of such corporation when invested in U.S. property. Furthermore, divination of the Regulations' intent is not restricted to mere
inferences. Example (5) of the Regulations actually presents a situation comparable to the principal case, and holds that a one hundred
percent shareholder of a controlled foreign corporation that is also a
foreign personal holding company for its taxable year must include
in his gross income for that year his pro rata share of the corporation's
increase in earnings invested in U.S. property during the year. In
contrast to the taxation of the increase in earnings invested in U.S.
property as set forth in example (5) is the treatment of Subpart F
income which is not foreign personal holding company income. As is
explained in example (1) of the Regulations, shareholders of a corporation which is both a foreign personal holding company and a controlled foreign corporation, and so covered by section 951(d), will not
be taxed on non-foreign personal holding company income. Foreign
personal holding company income will be taxed under section 551,
but foreign base company sales or services income will not be taxed
to the shareholder.
The Tax Court invalidated the Regulations as plainly inconsistent with the statute and accepted the taxpayers' argument that when
"the provisions of a statute 'are unambiguous, and its directions spe22. "If we were faced only with the provisions of the statute, we would have little
trouble in rejecting respondent's argument and adopting the straightforward reading
of section 951(d) urged upon us by petitioners." 59 T.C. at 497.
23. Treas. Reg. § 1.951-3 (1965).
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cific, there is no power to amend it by regulation' [citing Koshland
v. Helvering]."2 The Tenth Circuit, however, accepted the Commissioner's assertion that the Tax Court construction of section 951(a)
was broad and overly literal, and termed Treasury Regulation 21.9512 "a reasonable contemporary construction of section 951(d)."
In contrast to the Tax Court opinion, the Tenth Circuit looked
beyond the language of the statute to the legislative purpose as a
whole and concluded that the regulation, "when read in the light of
the overall purpose of the statute, and the obvious need not to permit
voids or unexplained exceptions, 2' 6 was valid. Stressing the strong
presumption in favor of the validity of Treasury Regulations the
Court relied upon Commissioner v. South Texas Lumber Co.Y
wherein the Supreme Court "has clearly stated that such a contemporaneous construction by regulation must be followed unless 'unreasonable and plainly inconsistent with the revenue statutes.' "218
Legislative History
Had the intent of Congress been more clearly manifested with
respect to the interrelationship of sections 951(d) and 951(a)(1)(B),
the Court's decision would be more convincing than it in fact is. For
as the Tax Court maintained, it is difficult to define a "statutory
scheme" with respect to Subpart F:
While we do not doubt that Congress sought to achieve the general
purposes quoted above in the Senate committee report "to end tax deferral on 'tax haven' operations by U.S. controlled corporations," and to
insure that foreign corporations' "earnings are not indirectly brought
back to the United States in a manner which avoids the U.S. tax" (S.
REP. No. 881, 87TH CONG. (1962), C. B. 1962-3, 785-86), it appears that
Subpart F, as finally enacted, embodies numerous exceptions to those
general purposes.2

And as illustrated by an examination of the I.R.S. and taxpayer
arguments, the legislative history involved may easily be applied to
support either the inclusion in or exclusion from the shareholders'
gross income of a foreign personal holding company's increase in
earnings invested in U.S. property.
The original House bill provided for a modification of section
551(b) which would reduce the amount of foreign personal holding
company income to be included in the shareholder's gross income
under section 551 by the
24. 59 T.C. at 499, citing Koshland v. Helvering, 298 U.S. 441, 447 (1936).
25. 494 F.2d at 1300.
26. Id.
27. 333 U.S. 496 (1948).
28. 494 F.2d at 1300. Also cited by the court were Corn Products Co. v. Comm'r,
350 U.S. 46 (1955) and United States v. Correll, 389 U.S. 299 (1967).
29. 59 T.C. at 500.
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shareholder's proportionate share of the undistributed personal holding company income which is included in his gross income under sec.
951(a)(1)(A) . . .for such taxable year as his pro rata share of the subpart
F income of the company [emphasis added]."

The taxpayer argued that the change by the Senate, which placed the
provision in section 951 instead of section 551 and eliminated the
reference to Subpart F, replacing it with the reference to "any
amount" (thereby covering the increase in earnings invested in U.S.
property) was evidence of a Congressional intention specifically to
discharge shareholders of a corporation which is both a foreign personal holding company and a controlled foreign corporation of all
liability under section 951(a), and not to limit the exclusion to Subpart F income. The I.R.S. contended that the change was not significant and the Congressional purpose had been retention of the effect
of the House provision, even though the language had been changed.
The taxpayers also relied on the legislative history of section
951(c), providing that qualified shareholders of a foreign investment
company with respect to which an election under section 1247 is in
effect need not include in gross income any amount under subsection
(a) with respect to such company. The House version of 951(c) had
been couched in terms very similar to the provision coordinating
foreign personal holding companies and controlled foreign corporations. The Senate changed the provision for foreign investment companies to exempt completely shareholders of such companies from
including any amount under section 951(a), and in so doing used
language similar to that in section 951(d). 31The Technical Explanation for section 951(c) specifically noted the change for foreign investment companies- "[tihe corresponding provision of the bill as
passed by the House applied only to Subpart F income." 32 The taxpayers maintained that the similarity in language of the two provisions substantiated their claim that Congress intended the same result with respect to foreign personal holding companies as it had
specifically indicated it desired for foreign investment companies.
The Tax Court agreed:
That the Senate intended, by this change, to broaden the exclusion
under sec. 951(c) strongly implies that when it added sec. 951(d) with its

identical words of exclusion, it intended the same result.3
30. H.R. 10650, 87th Cong., 2d Sess., Sec. 13, 135-36.
31. Section 951(c) "COORDINATION WITH ELECTION OF A

FOREIGN INVESTMENT COM-

DismmuTE INCOME,-A United States shareholder who, for his taxable year,
is a qualified shareholder (within the meaning of section 1247(c)) of a foreign investment company with respect to which an election under section 1247 is in effect shall
not be required to include in gross income, for such taxable year, any amount under
subsection (a) with respect to such company."
32. S. REP.No. 1881, supra note 10, at 240.
33. 59 T.C. at 503.
PANY To
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The I.R.S. argued that the fact that a similar notation was not
made with respect to shareholders of foreign personal holding companies was more significant. However, the I.R.S. position does not fully
take into account the actual wording of the Technical Explanation
of section 951(d). Indeed, the language is to a large degree analogous
to that explaining section 951(c) and the most obvious interpretation
of the Explanation is that Congress knew that changing the reference
to "subpart F income" to "any amount" under subsection (a) was a
significant modification which could affect the taxable income of
shareholders of controlled foreign corporations which also qualify
under section 553 as foreign personal holding companies. The full
Technical Explanation of section 951(d) is as follows:
(d) Coordination with foreign personal holding company
provisions-Subsection (d) provides that a United States shareholder
who, for a taxable year, is subject to tax under section 551(b) (relating
to foreign personal holding company income included in gross income of
United States shareholders) on income of a controlled foreign corporation
is not required to include in gross income, for such taxable year, any
amount under subsection (a) with respect to such company. The corresponding provision of the bill as passed by the House (sec. 13(b)(1))
amended section 551(b) to provide that the amount of undistributed
foreign personal holding company income otherwise required under section 551(b) to be included in gross income of a United States person is
reduced by his proportionate share of undistributed foreign personal
holding company income included in gross income under section 951(a)
for the taxable year as his proportionate share of subpart F income of such
controlled foreign corporation.u

Here the Explanation does not, as in the Explanation for 951(c), point
out that the House version "applied only to subpart F income." However, it does do basically the same thing. For section 951(c) there was
simply a change in wording, but for section 951(d) a change had to
be made as well in the placing of the provision, which had originally
been included in section 551. And this, the Explanation points out,
while at the same time stating that the original version reduced foreign personal holding company income by the shareholder's proportionate share of Subpart F income, thus acknowledging the change
in substance as well as in the manner of inclusion. This was the
logical way of explaining the Senate modifications-by describing
both changes in the same sentence. The fact that the words are different and one Explanation is more detailed and specific than the other
is not significant.
Section 951 (d)-The Tenth Circuit Analysis
The Tenth Circuit avoided entanglement in the extensive,
though fairly unenlightening, legislative history and elected to base
34. S. REP. No. 1881, supra note 10, at 240.
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its decision on a construction of the statute in light of the general
purposes behind it:
. . . to prevent the postponement of the inclusion of earnings in the
shareholders' gross income; to cover the repatriation of earnings, and to
select provisions to prevent double taxation when the foreign corporation
was both a personal holding company and a controlled foreign corporation."

Congress, the Court said, was seeking to "provide an integrated coverage of the subject without voids or unexplained inconsistent treatment of essentially the same position," and since there "is no indication that shareholders of foreign personal holding companies were to
receive favored treatment"3 and no explanation why they should not
be taxed under section 951(a)(1)(B) on the corporation's increase in
earnings invested in U.S. property, that section should be as
applicable to a controlled foreign corporation that is a foreign personal holding company as it is to one that is not.
The reason for including subsection 951(d), the Court reasoned,
was purely to prevent double taxation of income which, were it not
for section 951(d), would be taxed under both sections 551(a) and
951(a). Since by virtue of express provisions which exclude earnings
attributable to the foreign personal holding company income of a
foreign controlled corporation, 7 there is no possibility of double taxation when the increase in earnings invested in U.S. property are taxed
under section 951(a)(1)(B); consequently, according to the Tenth Circuit, no reason exists for limiting the application of section
951(a)(1)(B) by an overly literal reading of section 951(d).1
The Court also attempted to find justification in the language of
the statute for the desired conclusion. However, its "construction" of
the statute basically consisted of saying that the subsection does not
mean precisely what it says. In subsection 951(d), there are references
to "income" of a foreign personal holding company, and this language, the Court stated, was significant as an indication that Congress was concerned solely with income39 and preventing double taxa35. 494 F.2d at 1300.
36. Id.
37. According to Treasury Regulation 1.956-1(b)(2)(ii)(1964), amounts which are
included in the gross income of a U.S. shareholder under section 551(b), or would be
so included but for the fact that such amounts are distributed to the shareholder, are
not included in the earnings and profits of the controlled foreign corporation. Thus,
such earnings would not be taken into account when determining whether the corporation has an increase in earnings invested in U.S. property under section 951(a)(1)(B).
38. 494 F.2d at 1299-1300.
39. The increase in invested earnings is sought to be taxed to the shareholders,
however, because it is considered as income to them, in the form of dividends. See S.
REP. No. 1881, at 78, cited at note 20 supra.
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tion of it. The increase in earnings invested in U.S. property, on the
other hand, is not income, but a corporate financial transaction, an
event which Congress chose to tax and which is not susceptible to
double taxation. Therefore, the Court concluded, section 951(d) is not
meant to apply to this kind of taxable transaction. However, the
references to "income" in the subsection are not as important as the
reference to "any amount under subsection (a)," which, as the Court
recognized, 0 includes the "event" of investment in U.S. property as
surely as it does Subpart F income.
In point of fact, there was no real basis in the statutory language
upon which the Court could "construe" the subsection to mean what
it thought it should mean. The wording is not ambiguous at all. It
plainly gives foreign personal holding companies preferred treatment.
This fact was sufficient for the Tax Court:
. . . there is no more persuasive evidence of the statute's purpose
than the words by which Congress undertook to give expression to its
wishes, and here examination of the legislative history does not require a
different interpretation of those words. . . . [If for any reason the language of the statute should be changed, it is the responsibility of Congress, and not the prerogative of this Court, to effect such change."

Additionally, the legislative history, although very meager, does
seem to favor slightly the taxpayers' argument.
Furthermore, the Tax Court was correct when it said that a
statutory scheme is difficult to find for Subpart F. At every turn, the
supposed purpose of the statute is diluted by exceptions, escape
valves, and relief provisons. The final bill was less comprehensive
than the House bill had been and much less so than President Kennedy had requested. The desire not to put U.S. business at a competitive disadvantage combined with a heavy lobby from American corporations doing business abroad were substantial considerations
which influenced Congress in coming to the final product.42 The result
was the minimun distribution 3 and export trade corporation" relief
provisions, the concentration on tax haven corporations combined
with the exemption for certain manufacturing and processing activities from tax haven treatment' 5 and the de minimis 30% rule," all of

40. 494 F.2d at 1300.
41. 59 T.C. at 509-55.
42. See S. REP. No. 1881, supra note 16, at 72, and 59 T.C. at 501, n. 10.
43. CODE § 963. This section was repealed by the Tax Reduction Act of 1975 §
602(a)(1) (March 29, 1975).
44. CODE § 970.
45. CODE § 954(d).
46. CODE 954(b)(3)(A). This section was modified by the Tax Reduction Act of
1975 § 602(e) (March 19, 1975). The minimum income requirement was reduced from
30 percent to 10 percent.
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which serve to weaken the impact of Subpart F on the operations of
controlled foreign corporations. In this regard, the Tax Court said:
• . . the existence of these many exceptions make it hard to glean
from subpart F the precise "statutory scheme" to which respondent alludes. In summary, we are not prepared to say that the purposes and
goals of subpart F have been'so obviously revealed as to preclude the
possibility that Congress intended in certain cases that section 951(d)
7
would provide favorable treatment for the taxpayer.

Despite the Tax Court's intimation that there may be a reason for
giving foreign personal holding companies preferred treatment, no
logical explanation is apparent. But other considerations, not a part
of the history of this particular provision, could have prompted the
Congress ultimately to settle for measures less inclusive than had
originally been sought.
By its decision, the Tenth Circuit was clearly extending the coverage of the statute. Had it done so based solely on a less than manifest legislative intent and its own concept of the purposes of Subpart
F and section 951(a)(1)(B), one would have to conclude that the
Tenth Circuit had simply set out to improve the Congressional job
and by applying its own interpretation of what the statute should
achieve, had changed the law, a risky thing at best, considering the
reliance which taxpayers must place in the Internal Revenue Code
and the obvious dangers if it is interpreted to mean something other
than what it very obviously says.
Fortunately, however, the Court had the considerable force of the
Treasury Regulations upon which to rely. It is well settled that the
Regulations can flesh out the provisions of the Code, as well as limit
and place restrictions where none appear in the statute. Of course, it
is equally well settled that a Regulation which goes clearly contrary
to both the meaning and the overall purpose of a statute will be
invalidated by the courts. However, as noted above, the legislative
purpose here is unclear, and while we cannot say with certainty that
Congress meant that shareholders in a corporation which is both a
foreign personal holding company and a controlled foreign corporation should be covered by the provisions of section 951(a)(1)(B), neither can it be said that Congress clearly intended the opposite result.
The Regulations' position in holding with the former view is a
justifiable one. And because of Treas. Reg. 1.951-3, there is less danger that taxpayers will be misled than with a court decision after the
fact. Hopefully, the Regulations serve the function of interpreting
Congressional purpose before taxpayers have to make decisions.
In the case of this particular statute, however, is is safe to say
47. 59 T.C. at 501.
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that some taxpayers and lawyers were misled. Prior to Whitlock, the
provisions of Subpart F, including the sections here in question, had
been discussed by several commentators and tax services; and very
few of them stated that a foreign personal holding company would
have a tax liability under section 952(a)(1)(B) if it qualified as a
controlled foreign corporation. 8 One commentator, in fact, pointed to
the Regulations and stated that he felt they would not be upheld."
Nevertheless, the Regulations were there as a warning of the I.R.S.
position and, of themselves, a formidable declaration of the meaning
of the law.
Finally, however, and from a practical point of view most important, as is pointed out by the Tenth Circuit, there is no reason why a
controlled foreign corporation which also happens to be a foreign
personal holding company should have preferential treatment over
other controlled foreign corporations which also have foreign personal
holding company income, but do not qualify for that status under the
terms of section 551. Section 551 was aimed at the individual or
family using a foreign personal holding company to protect current
income of income producing properties from U.S. taxes. Section
951(a)(1)(A) (i) and section 954(c) have basically the same purpose,
and, in fact, the provisions for taxation of foreign personal holding
company income are so similar in design that section 954(c) simply
adopts the definition in section 553, making only minor adjustments
which limit in some ways the statute's application and broaden it in
others. A statutory rationale which is directed at taxing U.S. investments of earnings not previously taxed under section 551 or section
951 is no stronger or weaker simply because the corporation qualifies
under both sections.
48. J. WILCOX, CONTROLLED FOREIGN CORPORATIONS-§ 956, Tax Management
Portfolio No. 232 (1970) states that there would be no tax on the increase in earnings
invested in U.S. property for shareholders of a corporation covered by section 551.
Hamer, supra note 20, states that the shareholder of a controlled foreign corporation
which is a foreign personal holding company will not also be subject to taxation under
Subpart F (Hamer defines Subpart F to include the increase in earnings invested in
the United States provision). And in FOREIGN PERSONAL HOLDING COMPANIES, Tax Management Portfolio No. 103, A-46 (1965), the tax planner is told that section 951(d)
"makes the application of the foreign personal holding company and controlled foreign
corporation provisions mutually exclusive."
David R. Tillinghast, Problems of the Small or Closely Held CorporationUnder
the Revenue Act of 1962, N.Y.U. 22ND INST. ON FED. TAX. 697, 721 (1962), states that
a corporation qualifying under section 551 would be excluded from treatment under
section 951; however, after the Treasury Regulations were promulgated, he reversed
his position-United States Income Taxation of Foreign Source Income: A Survey of
the Provisionsand Problems, N.Y.U. 29TH INST. ON FED. TAX. 1, 35, n. 53 (1971).

49. 1 R.

RHOADES,

3.03(3)(a)(iii) (1974).

INCOME TAXATION

OF FOREIGN RELATED TRANSACTIONS
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In fact, foreign personal holding companies were singled out for
unfavorable tax treatment long before the Revenue Act of 196250 and
were considered to be "one of the most flagrant loopholes for tax
avoidance." 5' Whereas certain types of income were excluded from
treatment under section 951 or were given more lenient treatment
than in the House version of the bill, the passive type of investment
income earned by the controlled foreign corporation-foreign personal
holding company does not present the kind of problems of foreign
competition which may be a factor when the corporation is actually
actively engaged in foreign business. According to the Senate report,
Your committee, while recognizing the need to maintain active
American business operations abroad on an equal competitive footing
with other operating businesses in the same countries, nevertheless sees
no need to maintain the deferral of U.S. tax where the investments are
portfolio types of investments, or where the company is merely passively
receiving investment income. In such cases there is no competitive problem justifying postponement of the tax until the income is repatriated."2

As was stressed by the Tenth Circuit, the purpose of section 951(d)
was. to prevent double taxation under both sections 951 and 551.
There is, however, no danger of double tax with respect to the increase in earnings invested in U.S. property, and consequently, no
danger of contravening the aim of the subsection by taxing the corporation's increase in earnings invested in U.S. property to the shareholders of a foreign controlled corporation which is also a foreign
personal holding company.
DETERMINATION OF THE AMOUNT OF INCREASE IN EARNINGS INVESTED IN

U.S. PROPERTY

In ruling on the taxpayers' alternative contention-that the measure of the amount of increase in earnings invested in U.S. property
must be limited to post-1962 accumulated earnings and profits-the
Tenth Circuit looked to the plain meaning of the statute. It held that,
section 951 not being limited "by its terms to accumulations of earnings after 1962," there was no basis for a limiting construction in the
statute or in its legislative history. And, the "earnings and profits
accumulated between 1913 and December 31, 1962, are thus sought
to be included."' 53 Section 956(a)(1) defines the term "amount of
earnings invested in U.S. property" as "the aggregate amount of such
property held . . . by the controlled foreign corporation at the close
of the taxable year, to the extent such amount would have constituted a dividend . . . if it had been distributed." Since no special
50.
of 1937,
51.
52.
53.

The foreign personal holding company sections were part of the Revenue Act
sections 331-341.
H. R. REP. No. 1546, 7th Cong., 1st Sess. 13-14.
S. REP. No. 1881, supra note 20, at 72.
494 F.2d at 1301.
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definition is given for "dividend," section 316 should apply, the I.R.S.
had argued, and earnings and profits accumulated since February 28,
1913 are, therefore, includable in the computation under section
951(a)(1)(B) and section 956.11 Since a substantial percentage of Oil
Services' investment in U.S. property in 1964, 1965, and 1967 was
made with earnings accumulated prior to 1963, this holding made a
significant difference in the taxable investment to the shareholders
for those years.
The taxpayers argued that even though the statute on its face is
broad enough to cover earnings and profits prior to December 31,
1962, such an interpretation was contrary to Congressional intent as
manifested in the legislative history of the Revenue Act and in the
history of the companion section 1248. Thus, the Government and
taxpayers essentially exchanged their lines of argument on this alternative issue, with the I.R.S. now maintaining that the statute means
what it says and the taxpayer declaring that the overriding statutory
purpose should prevail.
The taxpayers relied upon the House Ways and Means Committee Report, which had specifically limited the application of the
House version of section 951(a)(1)(B) to earnings and profits after
1962. 51 They contended that the intention to limit had been retained,
even though the Senate report did not specifically so state. That there
was such an intent, they maintained, was given further credence by
the fact that companion section 1248, enacted also as a part of the
Revenue Act of 1962, was by its terms expressly limited in application
to post-1962 earnings and profits, thus presenting a general statutory
pattern to be followed throughout the sections relating to controlled
foreign corporations.
As the I.R.S. pointed out, however, the House version was "completely reworked" before enactment of the statute, and the "increase
in earnings invested in U.S. property" was significantly different
from the "nonqualified property" provision of the House." The Government argued that the inclusion by Congress of a limitation in
54. The Treasury Regulations also state that section 316 is applicable. Treas. Reg.
§ 1.956-1(b) (1964).
55. "Since the concept here is merely to tax to the U.S. shareholder the earnings
and profits of the corporation since the end of 1962, the investments in nonqualified
property taken into account are only those which are in excess of earnings and profits
accumulated in taxable years beginning after December 31, 1962.
"Since it is not intended that this provision in any sense be retroactive, only

nonqualified property acquired after December 31, 1962, is taken into account" (emphasis added). H. R. REP. No. 1447, 87th Cong., 2d Sess. 63-64 (1961).
56. The House version, for example, would have taxed shareholders on some corporate investments outside of the United States, as well as on investments in U.S.
property.
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section 1248 highlighted the absence of a similar limitation in section
951(a)(1)(B) and evidenced an express intention not to provide such
a limitation.51
Since the Tax Court decided for the taxpayers on their first
contention that the language of section 951(d) necessitated excluding
foreign personal holding company shareholders from the ambit of
Subpart F, and since for the year 1963 when Oil Services was only a
controlled foreign corporation its earnings were sufficient to account
for all of its U.S. investments, the Tax Court did not reach the taxpayers' alternative argument. The Tenth Circuit relied upon the statutory language in which there is no limitation to earnings accumulated after 1962. Further, the Court agreed with the I.R.S. that the
absence of a specific limitation in section 951(a), in contrast to the
express limitation in section 1248, was "significant.""8
While the Court somewhat summarily dispensed with this alternative contention, a careful reading of the statutes in question will
prove this argument to be more troublesome than the taxpayers'
other contentions. For, in contrast to the Court's decision to deny
favored treatment to controlled foreign corporations that are also
foreign personal holding companies, which can be defended on the
basis of the Regulations' interpretation and the practical effect of
that interpretation, this second decision finds less support when its
effect on the taxpayers and the revenue are considered. And in the
absence of any substantial indication in the statutes as to what Congress intended, a look at the overall provisions of Subpart F and
some legislative history can be enlightening.
One of the fundamental purposes of this legislation, as stated by
President Kennedy in his tax message of 1961, was to discourage the
accumulation of funds abroad and, thereby, to improve the U.S.
balance of payments posture."8 And, yet, section 951(a)(1)(B) as interpreted by the Court can easily serve the opposite function, since
by taxing the shareholders as if the U.S. investment were a dividend,
it acts as a deterrent to U.S. investment. By investing abroad, the
controlled foreign corporation can avoid U.S. taxation, and thus the
57. See also the discussion of this issue in Dougherty v. Commissioner, 60 T.C.
917, 926-27 (1973). Further, although statements during Congressional debate are not
a very reliable indicator of Congressional intent, the I.R.S. might have pointed to the
fact that during the Senate debate in the Finance Committee, Senator Miller did state
that section 956 "would tax an increase in investment in U.S. property even though
attributable to earnings and profits accumulated before January 1, 1963." Hearings
before Senate Finance Committee on the Revenue Act of 1962, 87th Cong. 2d Sess. 4765
(1962).
58. 494 F.2d at 1301.
59. PRESIDENT'S TAX MESSAGE, April 20, 1961, H.R. Doc. No. 140, 87th Cong., 1st
Sess. 6.
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statute may serve as an encouragement to the retention of foreign
income outside the United States.
In Dougherty v. Commissioner0 the Tax Court did consider this
line of argument, but the Court said that the "search for a unified
legislative purpose in Subpart F" was too illusive to allow for an
argument based on a presumed purpose. The Court conceded that the
effect of section 951(a)(1)(B) as construed "may discourage the repatriation of funds accumulated abroad by controlled foreign corporations." However, it added, the same could be said for post-1962 earnings and profits. 1 But the Court failed to acknowledge that U.S.
shareholders in control of a foreign corporation are in a position to
reduce the outward flow of funds into foreign corporate ventures now
and in the future, and to make allowances for the fact that earnings
invested in the United States may be taxed immediately (if there is
an increase in earnings so invested), rather than upon distribution.
However, pre-1962 earnings and profits are basically a fait accompli,
for which the taxpayer's only recourse is to remain outside the United
States when making investments of accumulated earnings and profits, which result could not by any stretch of the imagination be considered as a fulfillment of legislative intention.
In keeping with the argument of a statutory pattern showing a
Congressional intent to include onlypost-1962 earnings in the computations in question is the language of section 956(b)(2)(F), which
provides that for purposes of section 956(a), "United States property"
does not include "an amount of assets of the controlled foreign corporation equal to the earnings and profits accumulated after December 31, 1962, and excluded from Subpart F income under section
952(b)." Section 952(b) refers to income from sources within the
United States which is effectively connected with the conduct by
such corporation of a trade or business within the United States. This
exception to the term "United States property" would prevent a second taxation, this time on the shareholder level, of the controlled
foreign corporation's income that is effectively connected with U.S.
business, even when invested in U.S. property. 2 However, the limitation is made to apply only to post-1962 earnings and profits. Therefore, if the definition in Section 956(a) of the "amount of earnings of
a controlled foreign corporation invested in United States property"
is interpreted as covering earnings since 1913, when pre-1962 earnings
and profits which are effectively connected with a U.S. business and,
60. 60 T.C. 917 (1973).
61. 60 T.C. 917, 927 (1973).
62. Under section 882(a), a foreign corporation engaged in trade or business within
the United States is subject to taxation on its taxable income which is "effectively
connected with the conduct of a trade or business within the United States."
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therefore, taxed at the corporate level, are invested in U.S. property,
they may be subject to taxation at the shareholder level, if the other
requirements of section 956(a) are met. This result is so contradictory
as to justify an argument that Congress limited the exclusion in section 956(b)(2)(F) to post-1962 earnings and profits because it did not
intend for any pre-1962 earnings and profits to be taxed when invested in the United States. Otherwise, the earnings accumulated
prior to enactment of the statute receive harsher treatment than
those accumulated after the statute was enacted, when the shareholders of a controlled foreign corporation would have notice of the
possibility of taxation. It is doubtful that Congress anticipated such
a result. Rather, it is more likely that it assumed that the invested
earnings taxed under section 951(a)(1)(B) were already limited to
those accrued after 1962.
The Tax Court did look at this section in Dougherty but merely
concluded that section 956(b)(2)(F) is concerned only with whether
the foreign corporation, and not its shareholders, has been subject to
U.S. tax on its income, while the objective of section 951(a)(1)(B) is
to treat the increase in earnings invested in U.S. property as if it were
a dividend. 3 However, though taxation of the corporation under section 882 is the test under section 956(b)(2)(F), 4 the purpose of the
test and the exclusion provided if the test be met, give the shareholders, and not the corporation, a tax deferral by excluding earnings
already taxed under section 882 from dividend treatment.
With these additional arguments in hand, the taxpayers' theory
of a statutory pattern in Subpart F that is exemplified by the limitation on earnings and profits in section 1248 becomes more plausible.
The House provision did limit the earnings to be included in determining the investment in non-qualified property to those accumulated after 1962. In reworking the provision, Congress could easily
have failed to restate specifically that limitation, while at the same
time presuming its retention, particularly since section 1248 which
had originally included all earnings since 1913, was limited to earnings after 1962. It seems unlikely that Congress wanted to expand one
section to pre-1962 earnings and profits at the same time it was limiting the other to post-1962 earnings and profits.
CONCLUSION

With the decision in Whitlock, a way of avoiding one of the
63. 60 T.C. 917, 926-27 (1973).
64. Thus, even if the income is from sources within the United States and effectively connected with conduct by the corporation of a trade or business within the
United States, if the item is "exempt from taxation. . . pursuant to a treaty obligation
of the United States" (section 952(b)), it is not excluded from the term "United States
property."
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taxable categories in section 951 is probably closed to taxpayers. If
another court had occasion to hear a similar case, it is likely that it
would follow the Tenth Circuit and hold that a foreign personal holding company which invests in U.S. property is not to be protected
from taxation under section 951(a)(1)(B) if it otherwise qualifies as a
controlled foreign corporation. Although the decision goes against the
Tax Court's carefully reasoned opinion, and the earlier statements of
most commentators on the subject, it is a supportable decision and
has the force of reasonableness behind it even though it is not in
accord with the plain meaning of the statute.
And, since the Tax Court in Dougherty and the Tenth Circuit in
Whitlock are in agreement, the I.R.S. would almost certainly be successful in the future when attempting to include all earnings invested
in U.S. property under the definition of section 956 to the extent they
were accumulated after 1913. It is unfortunate that the decision was
such, for in this case the better result would be to limit "earnings
invested" to post-1962 earnings; but the Regulations do not support
such a conclusion, and so the courts have in this situation followed
the plain meaning of the statute, and avoided attempting to determine the intention of Congress. Now, at least, taxpayers have the
advantage of knowing how they stand, although with respect to those
earnings accumulated prior to 1962, this knowledge in retrospect may
not be of much assistance.
As we have seen, the Tenth Circuit's holding with respect to the
taxpayers' second contention goes counter to one of the primary reasons for enacting the statute-improvement of the U.S. balance of
payments position. In fact, as the Tax Court pointed out in
Dougherty, the impact of section 951(a)(1)(B) under either interpretation does approximately the same thing. However, the fact that in
either case a statutory purpose may be thwarted does not require that
the contradiction be magnified by taxing the increase of all invested
earnings accumulated after 1913. The statute may partially serve its
purpose by limiting the initial transfer of funds to a foreign corporation since taxpayers know they will not be able to repatriate earnings
without being taxed. This possible deterrent factor is, however, in no
way applicable to those earnings already accumulated abroad.
In any case, it may be true that the section as a whole has little
to recommend it. Its rationale was to cause constructive dividends,
paid in the form of loans to parent corporations or shareholders, to
be taxed immediately, as dividends. 5 However, the statute taxes
65. The facts in this particular case illustrate well the way in which 951(a)(1)(B)
was designed to work, for many of the investments which had been made in the United
States by Oil Services were loans to related parties (e.g., Whitlock & Associates,
Leonard Whitlock, L.E. Whitlock Trust Services, Inc., B.I. Whitlock), and so transac-
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U.S. investments without regard to whether the investment is in a
related party or not. As a result, repatriation of earnings accumulated
abroad is discouraged, rather than encouraged. It has been recommended that sections 951(a)(1)(B) and 956 be repealed, and the proposed "Energy and Individual Relief Act of 1974" introduced by Congressman Mills last year would have limited "United States property" to stock in or obligations of U.S. shareholders of the controlled
foreign corporation and tangible property leased to or used by such
U.S. shareholders. 6 According to T. E. Jenks, the provision in
question is
... unnecessary, in the sense that judicial decisions have adequately
spelled out the concept of constructive dividends, where loans are made
by a foreign corporation to a United States parent. Moreover, it is unjust,
and a trap for the unwary, since it applies to many transactions between
a foreign corporation and wholly unrelated United States persons in
which no constructive dividend reasonably should be implied. The computations under the section with respect to the dividend limitation are
unbelievably complex, erratic and irrational." The section should be repealed or at least limited to funds invested in or loaned to the United
States parent of the foreign-controlled corporation or to an affiliated
domestic corporation."

Whether section 951(a)(1)(B) is a defensible taxing provision or not,
however, the courts thus far have shown a tendency to accept the
Government's interpretation of it and related sections and, thus, to
interpret the statute strictly against the taxpayer. It is likely that
other courts will continue this trend in accepting the Government's
contentions, 9 and leave the interpretation of Subpart F to the I.R.S.
and the Treasury Regulations as long as they can establish that the
result is in keeping with "general purposes" of Subpart F and/or that
the plain meaning of the statute is being followed. This formula, as
a general rule, would not be a valid one, since courts do not usually
prefer to substitute their own or an agency opinion for the plain
meaning of the statute. However, Subpart F contains extremely complex and difficult provisions, and for this reason it seems likely that
the courts will allow the Treasury Regulations to take a prominent
tions which in actual effect were little different from dividends paid by the company
to the Whitlocks or their other businesses.
66. H.R. 17488, 93d Cong., 2d Sess. § 326 (1974).
67. For a good discussion of the irrationality of these computations and an explanation by the Government of how the computation is to be done, see J. WILcox, CONTROLL FOREIGN CORPORATIONS-- § 956, Tax Management Portfolio (1970), and Rev.
Rul. 74-436, I.R.B. 1974-36, 12.
68. Jenks, Taxation of ForeignIncome, 42 GEO. WASH. L. Rlv. 537, 539 (1974).
69. Two other recent cases which illustrate this attitude by the courts are Kraus
v. Commissioner, 59 T.C. 681 (1973), 490 F.2d 898 (2d Cir. 1974), and Greenfield v.
Commissioner, 60 T.C. 425 (1973).
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place in developing the full meaning of the provisions. It is doubtful
that Congress would take issue with the main holding in Whitlock
and probable that another court, dealing with the same matter,
would rest upon the strength of the Regulations, pass over the language of section 951(d), and follow the Tenth Circuit's holding in
Whitlock.
Myra D. Rainey

IMPORT-EXPORT CLAUSE:

Kosydar v. National Cash Register Co., 417

U.S. 62 (1974).
INTRODUCTION

A question of continuing interest to those in the export industry,
and to the states in which those industries are located, is the Supreme
Court's determination of when the constitutional immunity from taxation, guaranteed by the Import-Export Clause,' attaches to export
items. This issue has recently been re-addressed by the United States
2
Supreme Court in Kosydar v. National Cash Register Co.
National Cash Register (NCR) is a large manufacturer of data
processing systems, accounting machines and cash registers, which
has its main production facilities and warehouses in Dayton, Ohio.'
For marketing purposes NCR is divided into two divisions, domestic
and international, each wholly separate from the other.' The instant
case concerns the latter division.
NCR maintains no inventory of machines to meet foreign demand. 5 When the international division receives an order, the machines are built specifically to meet the particular needs of that customer. After manufacture and inspection, the order is crated and
taken to a warehouse in Dayton to await shipment, which often entails considerable delay.' The machines involved in Kosydar were
awaiting shipment on December 31, 1967 when Ohio's tax commissioner assessed a personal property tax on them.
NCR appealed the assessment to the Ohio Board of Tax Appeals,
claiming the machines were exports and thus immune from taxation
under the Import-Export Clause of the Constitution. NCR sought to
prove that, due to their unique design, the machines could not be
diverted to the domestic market, that no machine had ever been
The author wishes to thank Ms. Maryann B. Gall of the Attorney General of
Ohio's office and Mr. Ralph B. Lake of the Legal Department of NCR Corporation,
for their assistance in the preparation of this paper. Of course any errors or omissions
are the author's.
1. U.S. CONST. art. I, § 10, cl. 2. "No State shall without the Consent of Congress,
lay any Imposts or Duties on Imports or Exports, except what may be absolutely
necessary for executing its Inspection laws .
2. 417 U.S. 62 (1974).
3. Total revenue for 1973 was $1,816,282,000. Revenue from international operations was $895,430,000. 1973 NCR ANNUAL REPORT 26 n.2.

4. 417 U.S. at 63.
5. Id.
6. Several reasons account for the delays. At times the importing nations require
shipment of full orders only, which means storage until the full production run is
complete. Difficulties in obtaining import licenses and uncertainties in the international monetary system also cause delays. 417 U.S. at 62 n.1.
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diverted to the domestic market, and that no foreign purchaser had
ever returned a machine to NCR.' The Board upheld the Commissioner's ruling that the immunity from taxation did not attach to
exports until they actually commenced their journey to the foreign
market. As these goods were not yet in the stream of export, they
reasoned, the immunity had not yet attached.
The Supreme Court of Ohio reversed,' holding that the evidence
showed a certainty of export 9 which rendered irrelevant the fact that
the machines were still in storage on the date of assessment. However, the United States Supreme Court disagreed, holding that without some movement into the stream of export, the immunity did not
attach.
The decision in Kosydar is based upon a rule propounded nearly
80 years ago.' 0 Since that early ruling the realities of trade have
changed dramatically, as has the involvement of the Federal government in the regulation of trade. These changes necessitate a modification of the somewhat mechanistic test applied by the Court
through the adoption and use of more flexible criteria, so as to accommodate present day needs. This note will attempt to show that the
test applied in Kosydar may lead to ambiguity and inconsistency,
rather than the clarity sought by the Court. Policy arguments will be
presented in favor of a more flexible, rational rule.
THE EXPORT TEST

The seminal case on the export tax question is Coe v. Errol,"
wherein Coe and others cut logs to be floated from New Hampshire
to Maine for processing. While the logs were stored awaiting spring
high water, the city of Errol assessed a tax on them. Coe protested,
arguing the tax was one on interstate commerce and a violation of the
Export Clause of the Constitution. The tax was upheld by the New
Hampshire Supreme Court and the Supreme Court of the United
States.
Mr. Justice Bradley, speaking for the United States Supreme
Court, viewed the question as whether
7. 417 U.S. at 64 n.6. The custom built nature of the machines limits their diversion potential. Different nations have different characters and decimal placements
which require unique keyboards, printing mechanisms and so forth. The machines are
also often wired for use with electrical systems not available in the United States. More
advanced American merchandising techniques also tend to render machines manufactured to meet foreign needs inappropriate for American use.
8. National Cash Register Co. v. Kosydar, 35 Ohio St. 2d 166, 298 N.E.2d 559
(1973).
9. 298 N.E.2d at 562.
10. Coe v. Errol, 116 U.S. 517 (1886).
11. Id.
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the owner's state of mind in relation to the goods, that is his intent to
export them, and his partial preparation to do so, exempt the goods from
taxation. 2

Answering the question in the negative, Justice Bradley defined the
point at which goods ceased to be part of the mass of goods in the
state, that is when goods become exports.
Such goods do not cease to be part of the general mass of property in the
State, subject, as such, to its jurisdiction, and to taxation in the usual
way, until they have been shipped or entered with a common carrier for
the transportation in a continuous route or journey. 3

Since Coe's logs had not yet commenced their final journey, it was
determined the immunity did not attach. This is the rule the Court
has followed since the Coe decision. 4
The Court in Kosydar rejected the certainty of export test, accepted by the Ohio court, for a test which requires certainty as well
as entrance into the stream of export.15 While conceding that the
goods in question would be used for export,"6 the Court reasoned that
to grant the immunity despite a lack of movement into the stream of
export required too sharp a departure from the settled line of cases
beginning with Coe. 7 To answer criticism that the decision represented a wooden or mechanistic application of Coe, the Court said:
[T]his is an instance, however, where we believe simplicity has its virtues. The Court recognized long ago that even if it is not an easy matter
to set down a rule determining the moment when articles obtain the
protection of the Import-Export Clause, "it is highly important both to
the shipper and to the state that it should be clearly defined so as to avoid
all ambiguity or question." [citation omitted]"

The rule of Coe has led the Court to limit its inquiry to the factual
matters involved to determine whether
sufficient commencement of the process of export has occurred so as to
immunize the article at issue from state taxation."
THE RULE OF REASON

By limiting itself to a factual determination, it can be argued
that the Court failed to consider several realities of trade. Further,
while striving to prevent ambiguity, the Court has effectively created
12. Id. at 525.
13. Id. at 527.
14. See, e.g., Joy Oil Co. v. State Tax Commission, 337 U.S. 286 (1949); Empresa
Siderurgica, S.A. v. Merced County, 337 U.S. 154 (1949); Richfield Oil Corp. v. State
Board of Equalization, 329 U.S. 69 (1946); A.G. Spalding & Bros. v. Edwards, 262 U.S.
66 (1923); Cornell v. Coyne, 192 U.S. 418 (1904).
15. 417 U.S. at 69.
16. Id. at 70.
17. Id. at 69.
18. Id. at 71.
19. Id at 69.
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it. As the following pages will argue, this situation could be alleviated
by applying a rule, sanctioned by the courts in recent cases, which
would place more emphasis on the certainty that goods will enter the
stream of commerce than on the mere fact that they were located
within the state on the day the tax was assessed.
An alternative to the mechanistic rule applied in Kosydar would
be to accept a bifurcated test such as that articulated by the Ohio
Supreme Court. Under such a rule, the immunity would attach if
there was delivery of the goods to a common carrier, or if there was
substantial certainty that the goods would be exported. If not, the
goods could be taxed with the mass of other goods in the state. Some
support for this proposition may be found in the case law.
0
In Empresa Siderurgica, S.A. v. Merced County"
Justice Frankfurter considered issues similar to those in Kosydar. In Empresa he
dissented from the Court's application of the Coe test because, as he
stated:
[A] mechanistic formula, whether derived from phrases in Coe v. Errol,
or elsewhere culled advances us little toward the solution of such a concrete problem.'

In Empresa, a South American company purchased a cement
plant located in Merced County, which was to be dismantled and
shipped to Colombia. On the tax date, 12 percent of the plant had
been shipped, 10 percent crated but not shipped, 34 percent dismantled but not crated and 44 percent remained intact. Merced County
levied taxes on the 88 percent remaining in the county. The company
paid the tax under protest and subsequently brought suit for recovery
of its payment. The Supreme Court affirmed a denial of recovery,
holding that the parts of the plant were not entitled to the immunity
from taxation under the Import-Export Clause because there was no
movement of them into the stream of export.
Justice Frankfurter was troubled by the rigid approach approved
by the Court. The plant, he wrote, might be considered to be an
organic whole, or merely the sum of its parts, with differing results.
If it were an organic unit, the immunity might attach.2 If not an
organic whole, but only the sum of separate parts, the immunity
would not apply.2 He cited with approval language found in Richfield
24
Oil Corp. v. State Board:
the certainty that goods are headed to sea and that the process of exportation has started may normally be best evidenced by the fact that they
20.
21.
22.
23.
24.

337 U.S. 154, 157 (1949) (Frankfurter, J., dissenting).
Id. at 158.
Id. at 161.
Id.
329 U.S. 69, 82 (1946).
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have been delivered to a common carrier for that purpose. But the same
degree of certainty may exist though no common carrier is involved.

Later in his opinion he agreed with Justice Bradley in Coe that
"intent to export no matter how firm, is not by itself enough to confer
immunity,"25 but he did find, at least in certain factual situations,
that the mechanistic application of the rule in Coe would be inadequate. Such a situation exists when the certainty of export is clear
and the danger of diversion to domestic use non-existent.2
At least one California court has accepted this line of reasoningY
Montrose Chemical made a compound used in the preparation of
D.D.T. Concentrate, a chemical banned from use in the United
States.2 Under contract with the General Services Administration
and the United Nations Children's Fund (UNICEF), Montrose
shipped the compound to another company for fabrication into Concentrate and packaging for overseas shipment. While in a warehouse
awaiting shipment, Los Angeles County levied a tax on the finished,
packaged chemicals. The trial court upheld the tax, while the Court
of Appeals reversed. The Court of Appeals noted that the D.D.T.
concentrate was committed to export as it had been packaged for
overseas shipment under contract with a particular purchaser and
could not be legally diverted to domestic use. Using tests enunciated
in other cases, 29 the court held "if the certainty of a foreign destination is plain, levying a tax is improper even though there is no deliv3'
ery to a common carrier.
The point being made by Justice Frankfurter in Empresa and the
court in Montrose Chemical is that the Export test is one of reason,
not mechanical application. Where there is no likelihood of the taxed
item being diverted, it is already an export, notwithstanding lack of
actual physical entry into the stream of export. Therefore, the Constitutional immunity should apply.
CRITICISM OF THE Coe AND Kosydar TEST
Justice Frankfurter and the Montrose court rejected applications
of the Coe test as it was applied by the Court in Kosydar. However,
a rule of such import and longevity ought not be discarded solely on
the basis of dissenting opinions and state court holdings, no matter
how persuasive. If, as is here the case, it can be shown that maintain25. 337 U.S. at 161.
26. Cf., Joy Oil Co. v. State Tax Commission, 337 U.S. 286 (1949) (Douglas, J.,
dissenting).
27. Montrose Chemical Corp. v. County of Los Angeles, 243 Cal. App. 2d 300, 52
Cal. Rptr. 209 (1966), cert. denied, 386 U.S. 1004 (1967).
28. 52 Cal. Rptr. at 210.
29. Hugo Neu Corp. v. County of Los Angeles, 241 Cal. App. 2d 703, 50 Cal. Rptr.
916 (1966).
30. 52 Cal. Rptr. at 212.
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ing the rule fails to accomplish the intended result, then altering the
rule necessarily follows. Further, if it can be shown that the national
interest requires a different result from that obtained by the Court,
then reconsideration of the rule is necessary.
The Court says it adheres to the rule as laid down in Coe because
it serves to prevent ambiguity.3 This is not, however, the result.
When the expansiveness of the definition of stream of commerce
(under the Commerce Clause of the Constitution, Art. I, § 8, cl. 3)2
is compared with the narrow interpretation given the stream of export, inconsistencies are clearly evident.
A recent example of this problem is found by comparing the
holding of Kosydar with that of Allenberg Cotton Co. v. Pittman.
Allenberg, a Tennessee corporation, contracted with Mississippi
farmers, including Pittman, for the delivery of cotton to its Mississippi warehouse without first qualifying to do business in Mississippi
by registering with the State. At the time for delivery, the market
price for cotton was higher than that specified in the contract and
Pittman refused to deliver. Allenberg brought suit in Mississippi for
damages and injunctive relief. The Mississippi Supreme Court sustained Pittman's defense that failure to qualify to do business in the
4
state meant that the state's courts were not open to Allenberg.1
The United States Supreme Court reversed, holding that though
delivery of the cotton might seem like a wholly intrastate transaction,
in fact the events were part of the vast interstate system of cotton
delivery.3 5 The necessity of keeping the cotton in the warehouse
awaiting accumulation of the requisite amounts for shipment, rather
than defeating the interstate nature of the transaction, was "an integral first step"" in the system. In making this decision, the Court
stated:
[Dielivery of the cotton to a warehouse, taken in isolation, is an intrastate transaction. But that delivery is also essential for the completion
of the interstate transaction. The cotton in the Mississippi sale, though
temporarily in a warehouse, was still in the stream of commerce. 7

Although the Court specifically states that it did not deal with
the "possible local tax incidents of these contracts,"" the analogy
31. 417 U.S. at 71.
32. "The Congress shall have the power: ...
(3) To regulate commerce with
foreign nations, and among the several states, and with the Indian tribes." See, e.g.,
Katzenbach v. McClung, 379 U.S. 294 (1964); Wickard v. Filburn, 317 U.S. 111 (1942).
33. 43 U.S.L.W. 4001 (1974).
34. Pittman v. Allenburg Cotton Co., 276 So. 2d 678 (1973).
35. 43 U.S.L.W. at 4003.
36. Id.
37. Id.at 4004.
38. Id.at 4005.
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between the cotton in Allenberg and the business machines in
Kosydar is striking. Delivery of NCR's machines to its warehouse was
an integral first step in its distributive system. It was dictated by
circumstances beyond NCR's control, much like the cotton in
Allenberg. Storage of the machines was "essential to the completion
of the [international] transaction."
The inconsistency of these two rulings is clear. Justice Rehnquist
makes note of this in his Allenberg dissent. 19 While the Court in
Kosydar hopes to prevent ambiguities, its holding there and in
Allenberg fail to establish clear, unequivocal guidelines.
Two methods are open to the Court to resolve this conflict. It can
narrow the scope of its rulings under the Commerce Clause, an unlikely choice, or it can expand its interpretation of the meaning of
export. There are sound policy reasons for choosing the latter course
of action. At present the United States is suffering a persistent balance of trade deficit, caused in large part by the four-fold increase in
oil prices since the middle of 1973.10 To counter the massive outflow
of dollars to foreign oil producers it is necessary to generate continuing exports, which requires goods and services produced in the United
States with a competitive edge over those of other nations. Manufactured goods, which is the category under which business machines are
counted, are the country's second largest category of exports." Because NCR's profit margin on machines for export is only five percent,4 2 it is prevented from absorbing the various taxes which must
therefore be passed on to NCR's foreign consumers in the form of
higher, less competitive prices.
Currently, Congress is grappling with the problems generated by
the outflow of American dollars in foreign investment. It is felt that
this phenomena costs American workers jobs and contributes to balance of payments difficulties. One method discussed for limiting the
capital outflow would be to limit the tax benefits obtained when
39. Id. at 4007 n.6. "Cases such as Kosydar v. National Cash Register Co ...
make it clear that the cotton stored in Mississippi is subject to state taxation. The
Court today leaves the tax standing but illogically deprives Mississippi of its sole
means of enforcement of the tax."
40. The Wall Street Journal, Dec. 30, 1974, at 4, col. 4. "Merchandise imports
exceeded exports by a seasonally adjusted $113 million last month. The November
deficit stemmed partly from . . . continued high prices for imported oil. Imports of
crude oil and petroleum [were] 185.3 million barrels, which cost $2.12 billion, sharply
higher than in November [1973] when the U.S. imported 215.8 million barrels of crude
oil and petroleum products at a cost of only $885.7 million. The November trade deficit
widened the total U.S. trade gap for the January-November period to a $2.43 billion
deficit, in contrast to a $768 million surplus in the year-earlier 11 months."
41. UNrrED STATES DEPARTMENT OF COMMERCE, SURVEY OF CURRENT BusINESs 37

(1973).
42. 298 N.E.2d at 561.
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investing abroad. By closing tax loopholes, the argument goes, the
money will be used for domestic investment. 3 While this may or may
not be true, other alternatives, based on creating a favorable investment climate internally, are available.
One of these can be the easing of tax burdens on exports. If this
is done, producers may find it profitable to export from the United
States, rather than investing in production facilities in foreign countries. While the states or Congress may act in this area, it remains
the province of the Court, as the final arbiter of the Constitution, to
define when an article comes within the protection offered by the
Import-Export Clause. By applying the more flexible test presented
herein, the Court can ease this burden of business somewhat.
It has been said that the rationale behind the mechanistic Coe
rule is to balance the need for free exports with the need of the states
to raise revenue. 4 4 While the need of the states for revenue is great, it
must be said that even if taxes such as those in Kosydar were prohibited, exports would remain substantial contributors to local revenue.
The states may tax the materials used in exports.45 They may tax
income earned on foreign sales. In the case of NCR this amounted to
nearly half of total revenues, over $800,000,000.46 The plant and
equipment used to manufacture exports are subject to property taxes.
The income of workers employed is taxable by the states. Clearly, the
argument that revenue from the taxation of finished products such
as the machines in Kosydar is needed by the states is without force.
CONCLUSION

As the court in Kosydar explains, exporters and the states must
have guidance concerning when a commodity does in fact become an
export. 47 Some of the decisions, following Coe, have set down this test
for determining an export: there must be certainty of export evidenced by some movement into the stream of export, usually indicated by delivery of the goods to a common carrier.'4 Other cases have
recognized the restrictive nature of this test, and have used a more
rational rule which grants immunity to goods with substantial certainty of export or which have physically entered the stream of export. This rule, while requiring a factual determination, would be
more compatible with present day needs. These criteria are clear
enough to give the necessary guidance to exporters, the states and the
43. See, e.g., Patrick, supra this issue.
44. Joy Oil Co. v. State Tax Commission, 337 U.S. 286, 288; Comment,
InternationalTrade-Taxation of Exports, 6 N.Y.U. J. INT'L L. AND POL. 140 (1973).
45. Cf., Youngstown Sheet & Tube v. Bowers, 358 U.S. 354 (1959).
46. NCR ANNUAL REPoRT, supra note 3.
47. 417 U.S. at 71.
48. See, e.g., A.G. Spalding & Bros. v. Edwards, 262 U.S. 66 (1923).
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courts, as well as liberal enough to provide a broad immunity, which
is in the national interest.
In Kosydar there was substantial certainty that the taxed goods
would be exported. Like the cotton in Allenberg, movement of NCR's
machines to the warehouse was the first step in a vast scheme of
international distribution. Providing them with the cloak of export
immunity is required by logic and economic reality.
Ian B. Bird

FACULTY COMMENT
PEREMPTORY NORMS - MAYBE EVEN LESS
METAPHYSICAL AND WORRISOME
ROBERT ROSENSTOCK*
Editor's Note: In the Fall 1974 issue of the DENVER JOURNAL OF INTERNATIONAL LAW AND POuCY an article by N. G. Onuf and Richard K. Birney
entitled PEREMPTORY NORMS OF INTERNATIONAL LAW: THEIR SOURCE, FUNCTION AND FUTURE was published. The article dealt with the development
of peremptory norms as a category of international law, with special
reference to Article 53 of the Vienna Convention on the Law of Treaties.
The following critique takes exception to several of the contentions of
Messrs. Onuf and Birney.

Messrs. Onuf and Birney are to be commended for their interesting, earnest, for the most part commendably lucid, and stimulatingly
imaginative effort to clarify some troublesome questions concerning
peremptory norms.' There are, however, four aspects of the work
which require further comment: (a) their failure to examine the question more fully from a pragmatic base, (b) their over-generalized
imputation of depth and foresight to Non-Western advocates of the
relevant Articles of the Vienna Convention, (c) the strong criticism
of the Western States' failure to clarify the concept at the Vienna
Conference, and (d) the fact that they wrote so brief an article on so
complex a subject.
I. BASIS FOR PEREMPTORY NORMS
After correctly discarding dangerous and obsolete quasi-natural
law theories and hierarchically arranged notions, the authors speak
of "differing importance." Yet they never appear to seek a pragmatic
rationale for "importance." A case can be made for importance which
has nothing to do with psychology, the drive for change, or the origin
of the norm. What is missing is an analysis of international law which
asks whether there are certain rules or norms which are indispensable
to the very existence of the type of international society all states are
pledged to support, and other norms which are means of implementing these basic rules or arrangements of convenience.' Such an analy* Legal Affairs Adviser, United States Mission to the United Nations, member
of the United States delegation to the Vienna Conference on the Law of Treaties; LL.B.
Columbia University; A.B. Cornell. The views expressed herein are the personal views
of the author and not necessarily those of the United States government.
1. Onuf & Birney, Peremptory Norms of International Law: Their Source, Function and Future, 4 DENVER J. INT'L L. & POuCv 187 (1974).
2. The fact that the concept of peremptory norms has only been generally ac-
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sis would be likely to yield the conclusion that all states have pledged
themselves to a minimum world order and accepted by treaty or
custom and usage that, if this order is to survive, war may not be
considered a legitimate policy; what Justice Holmes called the hypostasis of prophecy. This general view, expressed first in codified form
by the Kellogg-Briand Pact and subsequently by Article 2, paragraph
4 of the Charter of the United Nations, would be regarded as a norm
of so fundamental a character and of such universal concern that no
two states could contract out of the prohibition.3 The length of time
it took this norm to evolve speaks against the apparent fear of the
authors that a forest of peremptory norms will spring up in the near
future much less that the creation of new peremptory norms will be
used to alter the existing rules in some radical fashion. There may
well be other norms which are regarded as equally basic in the sense
that they cannot be violated or derogated without radically altering
and thus endangering the very existence of international order. Respect for fundamental human rights or at least the unacceptability
of total transgression of these rights in an organized form such as
slavery or the policy of apartheid may be further examples.
This approach is fully consistent with the authors' analysis that
peremptory norms "whether in becoming norms or in becoming peremptory or both, must be considered in terms of the sources of international law."' What this above suggested analysis of the nature of
peremptory norms does, in effect, is to undercut the authors' suggestion that peremptory norms need not be general. If the peremptory
character of the norm derives from its perceived fundamental importance to the structure of international relations, it is inconceivable
that they could be other than universally applicable in nature. The
fact that Article 53 of the Vienna Convention requires that "a peremptory norm of international law . . . [be] accepted and recognized by the community of states as a whole as a norm from which
cepted in a context which involves a formal system of judicial settlement of disputes
would seem to mitigate the argument sometimes made that the international community is in too primitive a state to think in terms of public order.
3. The primary if not the only effect of the acceptance of a peremptory norm is
that it establishes the illegality of a contract which is inconsistent therewith. It would
be well to consider peremptory norms in the simple and unterrifying terms of the
international analogue of the domestic law relating to illegal contracts. Cf.
RESTATEMENT (SECOND) OF THE FOREIGN RELATIONs LAW OF THE UNrrED STATES §116
(1965).
4. The authors' simple and direct acknowledgement of this fact makes it difficult
to understand why the authors seem so perturbed at the attenuated implications they
work so hard to squeeze out of the concluding phrase of Article 53. One's puzzlement
is enhanced by the fact that the authors demonstrate a sensitivity, at the bottom of
page 191 and the top of page 192, for the subtle nature of the relationship in the treaty
process between codification and the creation of a new norm.
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no derogation is permitted" 5 not only underlines the inherent universality of the concept but provides a safeguard against the sort of
development the authors fear.
II.

RATIONALE OF NON-WESTERN PROPONENTS

It may be that the authors have perceived a rationale for NonWestern proponents ofjus cogens which, although never articulated,
did in fact form the underlying basis for their positions. If, however,
one abjures the hazardous effort to analyze motives which were never
articulated, one is left with a much simpler if related explanation. To
begin with, it would be useful to recall that Part V of the Vienna
Convention on the Law of Treaties was not intended to be and is not
a philosophical disquisition on the sources of law or a political howto manual on the method of altering general international law. Part
V of the Convention is rather a list of reasons for asserting the invalidity of treaties.
It seems to this writer more likely that Non-Western States believed, rightly or wrongly, that many treaties had been imposed upon
them or that there was a negotiating imbalance at the time of their
drafting because of superior negotiating skill or greater knowledge of
the details. This is certainly what the record of statements of NonWestern spokesmen indicates. The Non-Western States, moreover,
feared that unless they established some grounds for invalidity, they
would be subject to retributive action of one form or another under
the banner of an unmitigated and omnipotent doctrine of pactasunt
servanda. While this analysis bears a strong resemblance to the authors' analysis, it is far less sweeping and thus cannot be used as a
basis for constructing an intent to use the General Assembly for the
widespread creation of new peremptory norms.
II.

WESTERN FAILURE TO CLARIFY

The strength of the criticism of Western spokesmen for failing to
demand hard answers to hard questions is, it is submitted, due partly
to the authors' insistence on perceiving Article 53 as potentially undermining the whole of international law rather than constituting a
limited safety valve with carefully constructed procedural safeguards
of a type long accepted in the vaguely analogous field of the domestic
law of contracts.' Before leaping to the conclusion that Western
5. Convention on the Law of Treaties done May 22, 1969 conveniently found in 8
698 (1969).
6. It should also be noted that the United States did not suddenly give in to the
acceptance of the doctrine of jus cogens under the pressure of time and expediency.
As early as 1963 no less an American spokesman and leading lawyer than Francis T.
P. Plimpton stated in the Legal Committee of the General Assembly with regard to
ILC's draft article on jus cogens "[It] would do much to advance the rule of international law and should be supported." U. N. Doc. A/C.6/SR 784, para. 30 (1963).
INT'L LEGAL MATERIALS
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spokesmen were careless, preoccupied or afraid of exposing sensitivities unnecessarily, the authors would do well to consider the degree
of specificity, or more precisely, the lack thereof that exists with
regard to other subtle grounds for invalidity such as "error" (Article
48), "fraud" (Article 49), or "fundamental change of circumstance"
(Article 62). It would also seem useful if the authors considered the
extent to which the notion of "contrary to public policy" or "ordre
publique" is spelled out with satisfying clarity in Anglo-American or
French law.
The most important oversight of the authors is their failure to
even note the role played by the dispute settlement provisions of the
Vienna Convention. The consistent position of the United States and
virtually all of the Western nations was that of willingness to accept
the notion of peremptory norms if there was some reasonable means
of determining what they were. 7 This took the precise form of insisting on meaningful dispute settlement provisions. The Convention
provides that all disputes relating to the Articles that deal with peremptory norms, Articles 53 and 64, shall be submitted to the International Court of Justice.8 The inclusion of acceptable dispute settlement provisions relating to peremptory norms and to the whole of
Part V was the key to the successful conclusion of the Conference.
It is difficult to be certain whether the authors' quantum leap
from a somewhat overrefined analysis of the background and meaning of Article 53 to conclusions on the nature and implications of the
General Assembly as a source of law would be more comprehensible
had they chosen to write a longer, less telescoped article. Absent
evidence to the contrary, it seems more likely that the leap reflects
the authors' imaginative capacity in the long jump rather than the
existence of any logical, political or even psychological bridge.
In sum, I wish modestly to suggest that if the wake of the practioner may contain pitfalls based on expediency, that of the scholar
may contain strawmen created by overrefined analyses.'
7. See statements to the effect by the U.S. and various other states. Official
Records of the Vienna Conference on the Law of Treaties, First Sess., U.N. Doc.
A/Conf. 39/11, at 472-73 (1968).
8. See Int'l L. Comm'n. Report, 21 U.N. GAOR Supp. 9, at 180, U.N. Doc. A/6309
Rev. 1 (1966) for early U. S. statements on the importance of the International Court
of Justice in this context.
9. The writer admits that his defense of the decisions relating to Article 53 may
be colored by his having been, as a member of the American Delegation to the Conference, implicated to some extent in the actions. The writer also pleads guilty to responding to the authors with a note which may well be vulnerable to his own criticism of
dealing with very complex issues in too brief a manner.

STUDENT COMMENT
THE UNITED NATIONS DEFINITION OF AGGRESSION:

A

PRELIMINARY ANALYSIS
On April 12, 1974, the United Nations Special Committee on the
Question of Defining Aggression' approved by consensus' and forwarded to the General Assembly a draft definition of aggression.'
After debate in the twenty-ninth session, the General Assembly
adopted the Committee's recommendations, also by consensus,' on
December 14, 1974. The adoption of this resolution marked the first
time that broad international agreement, albeit with some reservations, 5 had been reached concerning the meaning of aggression since
formal attempts at clarification under positive international law were
first undertaken by the League of Nations in the 1930's.6
It is the purpose of this essay to examine this recent definition
in the context of nation-state interaction as it exists today, and to
measure its efficacy by the degree to which it projects a realistic
understanding of this interaction process. In order to accomplish
these tasks this writer will examine the historical development of the
term "aggression," and analyze the functional role of the concept of
aggression within the existent international structure, in order that
a degree of shared understanding concerning the nature and signifi1. The relevant General Assembly directives to this Special Committee are contained in: G.A. Res. 2330, 22 U.N. GAOR Supp. 16, at 84, U.N. Doc. A/6716 (1967);
G.A. Res. 2420, 23 U.N. GAOR Supp. 18, at 88, U.N. Doc. A/7218 (1968); G.A. Res.
2549, 24 U.N. GAOR Supp. 30, at 107, U.N. Doc. A/7630 (1969); G.A. Res. 2644, 25
U.N. GAOR Supp. 28, at 126, U.N. Doc. A/8028 (1970); G.A. Res. 2781, 26 U.N. GAOR
Supp. 29, at 137, U.N. Doc. A/8429 (1971); G.A. Res. 2967, 27 U.N. GAOR Supp. 30,
at 116, U.N. Doc. A/8730 (1972); G.A. Res. 3105, 28 U.N. GAOR Supp. 30, at 143, U.N.
Doc. A/9030 (1973).
2. On the significance of consensus within the confines of this definition see
Report of the Special Committee on the Question of Defining Aggression, 29 U.N.
GAOR Supp. 19, at 33, U.N. Doc. A/9619 [hereinafter cited as Report of the Special
Committee].
3. Report of the Special Committee, supra note 2.
4. On consensus generally see D'Amato, On Consensus, 8 CAN. Y. B. Ir'L L. 104
(1970); Jessup, Silence Gives Consent, 3 GA. J. INT'L COMP. L. 46 (1973).
5. Especially prominent among those nations which sought to disassociate themselves from the definition was China. Their primary objection was that the definition
"still had serious loopholes and defects on key issues which might be used to justify
acts of aggression." Rocky Mountain News, Dec. 15, 1974, at 40 col. 1. In this regard
it is noteworthy that China was not represented on the Special Committee. For a list
of nations represented see Report of the Special Committee, supra note 2, at 2.
6. A. THomrs & A. THoMAs, THE CONCEPT OF AGoGMssxoN 16 (1972) [hereinafter
cited as THomsl].
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cance of contemporary efforts to limit the use of force by States can
be fixed within a broad developmental context. The provisions of the
definition will then be scrutinized in light of this developmental context, and some preliminary observations concerning the lasting utility of this particularization will be offered.

I.

HISTORICAL ANALYSIS

For centuries man in his communal wisdom, has contemplated
the question of how States might be persuaded to limit the use of
force as an instrument for altering the fabric of international relations.7 A concept central to the proscriptive norms which evolved
from this contemplation has been the concept of aggression.' This
section will explore the broad contours of the historical development
of this term, focusing especially on those factors which have served
to transform "aggression" from a term which once denoted a rather
specific set of factual circumstances, to a concept which presently
incorporates such an expansive array of moral, legal, and political
connotations so as to be essentially devoid of conceptual clarity.
The etymological genesis of the word "aggression" has its foundation in the Latin verb aggredior, which originally meant to go to
or approach someone with any purpose, even a peaceful one." This
expression was later altered so that a hostile rather than a peaceful
purpose was indicated, but under both expressions the approach was
an open one rather than a secret, unexpected attack which was denoted by the verb adorior.'0
Even as this denotative essence was being concretized, however,
the philosophical antecedents of the term's moralistic connotations
were being formulated. Although some scholars have pointed to the
writings of the theological and canonical thinkers of the sixteenth
century as the earliest adhibition of "aggression" in an international
setting," the most nascent roots of its present moralistic content are
2
reflected in the contemplations of the ancient Greeks.
7. For a more extensive analysis of the development of the concept of impermissible coercion in international affairs than is possible here see I. BROWNLIE, INTERNATIONAL LAW AND THE USE OF FORCE BY STATES (1963) [hereinafter cited as BROWNLIE];
M. McDOUGAL & F. FELICIANO, LAW AND MINRMUM WORLD PUBLIC ORDER (1961)
[hereinafter cited as McDoUGAL & FELICIANO]; J. STONE, AGGRESSION AND WORLD
ORDER (1958) [hereinafter cited as STONE]; THOMAS, supra note 6.
8. See STONE, supra note 7, at 1-26.

9. C. LEWIS & C.

SHORT,

A LATIN DICTIONARY 71 (1958) [hereinafter cited as LEwIs

& SHORT].

10. Id. at 57-65. This terminology was used almost exclusively in the context of
private criminal law and, as such, the ancillary concept of self-defense was closely
associated with the notion of aggression. When aggression was later used in an international setting this correlation was retained.
11. See STONE, supra note 7, at 15-16, n. 2.
12. See BEOWNLIE, supra note 7, at 3-4.
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These writings, manifesting the Grecian concern for the causes
of war, 3 outlined a philosophy which required that each belligerent
assert a "valid and sufficient justification," subjectively conceived,
for the necessity of resorting to war. 4 This notion was further refined
by Roman 5 and early Christian doctrine" until it was formalized as
the concept of "just war," most prominently articulated by St. Augustine, 7 St. Thomas Aquinas," and later by Hugo Grotius.1'
But the monolithic nature of the European world which generated these moralistic concerns was unable to endure, 1 and in the
scramble for political allegiance which characterized the Western
scene after Westphalia, 2 the concept of aggression was harnessed to
serve a more pragmatic function. Perpetuation of the nation-state
came to represent a value of pre-eminent importance in international
affairs, and "aggression" was used both as a propaganda tool to mold
internal cohesion and as a descriptive term in several agreements
which sought to insure the safety of the State against external disruption.2 Most significant for our purposes is the second function, which
manifested itself, primarily in the period of the nineteenth century,
in the promulgation of several treaties of defensive alliance.2
13. On the relationship between the ancient concept of war and the contemporary
notion of aggression see BROWNUE, supra note 7.
14. C. PHILLWSON, THE INTERNATIONAL LAW AND CUSTOMS OF ANCIEr GREECE AND
ROME ii (1911). For a compilation of other prominent works which portray this period
see BROWNLE, supra note 7, at 3 n.6.
15. See BROWNLIE, supra note 7, at 4.
16. Id. at 5.
17. For a concise compilation of the most prominent works of St. Augustine on
the topic of "just war" see Id., at 5 n.3.
18. For a concise compilation of the most prominent works of Aquinas on this
subject see Id., at 6 n.3.
19. For a concise compilation of the works of Hugo Grotius on this subject see Id.,
at 13 n. 4.
20. The nature of the European world is here characterized as monolithic due to
the strong unifying influence of the Church; see generally F. CARLYLE & A. CARILYLE, A
HISTORY OF MEDIEVAL POLITICAL THEORY IN THE WEST 1-127 (1922). The erosion of this
unity has been characterized by J. FIGGIS, STUDIES OF POLITrCAL THOUGHT FROM GERSON
TO GROTIUS 1414-1625 at 55 (2d ed., 1923) as: "a change from a world-empire to a
territorial State, and from ecclesiastical to civil predominance." The result was a shift
in the authority to wage and justify war from the Pope to the prince. On this topic
generally see T. LAWRENCE, INTERNATIONAL LAW 20-1 (7th ed., 1928); A. NuSSBAUM, A
CONCISE HISTORY OF THE LAW OF NATIONS ch. 4 (rev. ed., 1954); W. SCHIFFER, THE LEGAL
COMMUNITY OF MANKIND 27 (1954); L. STunzo, THE INTERNATIONAL CormmuNrrY AND THE
RIGHT OF WAR ch. 1 (1929).
21. More precisely the roots of this development can be attributed to the rise of
probabalism and the balance of power which predominated the Western world roughly
from 1500 to the Treaty of Westphalia (1648), see BROWNmE, supra note 7, at 10-18.
22. BHOWNLE, supra note 7, at 14.

23. THoMAS, supra note 6, at 15.
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These agreements sought to describe, in rather specific terms,
the conjunction of factual circumstances which would invoke member reaction under the provisions of the various instruments. A concept central to the operation of these treaties was aggression, typically characterized as the first use of the military instrument by a
State against any member of the alliance."
These agreements, however, like the world order they represented, proved incapable of coping with the ever more sophisticated
technologies of nation-state interaction and the ever more pervasive
willingness of States to resort to the ultimate modalities of force. 5
The holocaust of World War I aptly depicted the inability of alliance
structures to discourage the resort to war. As a result of the hostilities,
the international community came to realize that some measure of
consensus was necessary on those levels of coercion which were impermissible as instruments of international change. The Covenant of the
League of Nations26 and Articles 231, 239, and 429 of the Treaty of
Versailles 27 represent the groundwork of this effort.
Unfortunately, the content of the prescriptions on aggression and
other limitations on the use of force by States defined within the
League framework were no better than nebulous. Aggression remained a term of amorphous composition, its adhibition being limited to a declaration that member nations bore a fundamental obligation to "respect and preserve against external aggression the terri2
torial integrity and existing political independence of all members."s
This statement clearly indicated that the territorial integrity and
political independence of a State were not to be breached through the
aggressive actions of another State. However, as time passed, it became equally apparent that aggression, being undefined within the
Covenant, was not a term of sufficiently definitive content for measuring State compliance or for proscribing State action. This inadequacy engendered a number of inconclusive attempts to more care24. THOMAs, supra note 6, at 15. The mechanistic nature of this procedure was
often modified, however, by interpretations which required that the use of armed force
be of substantial magnitude before member reaction would be justified.
25. Id. For a more detailed examination of this historical progression see
BROWNLE, supra note 7, at 1-18.
26. Conveniently found in H. BRIOGS, THE LAW oF NATIONS 1047-53 (1952).
27. Conveniently found in 13 AM. J. INT'L L. SutmP. 151 (1923).
28. LEAGUE OF NATIONS COVENANT art. 10. When it became apparent that the
prescriptions contained in Article 10 were too imprecise to measure compliance with
community perspectives concerning the use of force, the provisions of Article 12 became the primary standard for the determination of impermissible coercion. The prohibition of Article 12 constructed a lawful-unlawful dichotomization of coercion based
on compliance with certain specific procedures for the initiation or mandated termination of hostilities.
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fully delineate the extent of the prohibition and declare aggressive
war illicit.29 Representative of such attempts were several instruments, promulgated either under the auspices of the League or coextensive with its existence, such as the Treaty of Mutual Assistance,3 the Geneva Protocol of 1924, 31 the Treaty of Locarno,3 2 and
the Kellogg-Briand Pact. 3
While subsequent attempts to clarify the content of the prohibition, such as the General Convention for the Reduction and Limitation of Armaments (London Conference)" were a bit more fruitful,
the scourge of war once again exposed the frailties of the prevailing
international constraints.
When a degree of normalcy again prevailed in international affairs, a second effort to comprehensively delimit the use of force by
States under positive international law was initiated. At the convocations held preparatory to the formulation of the Charter of the United
Nations, a conscious decision was made to construct new international prescriptions concerning the use of force by States upon certain
technical legal concepts of broad historical and factual reference.,
However, the technical legal terminology contained in the
Charter did little more than restate the problem encountered within
the framework of the League of Nations,"0 so the search for consensus
concerning the content of the prohibition continued. Unfortunately,
the efforts of the International Law Commission,37 the First (Political)3" and the Sixth (Legal) Committees of the General Assembly, 9
29. See THOMAS, supra note 6, at 16-7.
30. Treaty of Mutual Assistance, LEAouE OF NATIONS OFF. J. Spec. Supp. 16,
Annex 10 (Pt. I), at 203-9 (1923). The proposed treaty was abandoned in 1924.
31. The Protocol for the Pacific Settlement of International Disputes is contained
in 2 M. HUDSON, INTERNATIONAL LEGISLATION 1378 (1933). The protocol was never ratified. For a discussion of its terms see H. MILLER, THE GENEVA PROTOCOL (1925).
32. Treaty of Mutual Guarantee, Locarno. The text is conveniently found in M.
HUDSON, INTERNATIONAL LEGISLATION 1689 (1931).
33. Treaty for the Renunciation of War. The text is contained in M. HUDSON,
INTERNATIONAL LEGISLATION

2522 (1931).

34. This text is conveniently found in Report of the Secretary General, 7 U.N.
GAOR Annex, Agenda Item 54, at 34-5, U.N. Doc. A/2211 (1952).
35. See McDOuGAL & FELICIANO, supra note 7, at 61 & n. 147; L. GOODRICH & E.
HAMBRO, CHARTER OF THE UNITED NATIONS: COMMENTARY AND DocuMENTS

263-6 (2d rev.

ed., 1949).
36. The historical problem has been to generate prescriptions which are sufficiently precise so as to measure State compliance, and to avoid terminology which
generates more questions than it resolves. See generally BROWNLIE, supra note 7.
37. For a brief recapitulation of the activities of the International Law Commission relative to the Draft Code of Offenses Against the Peace and Security of Mankind
see THOMAS supra note 6, at 23-8.
38. On the activities of the First Committee relative to this topic see Id. at 22-3
& n. 48.
39. On the proceedings of the Sixth Committee see Id. at 34 & n. 110.
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and the first three Special Committees on the Question of Defining
Aggression 0 were met with dissension and eventual failure. It was the
fourth Special Committee, after one hundred and thirteen meetings
encompassing more than seven years of arduous debate and delicate
compromise, which finally produced a reasonably balanced and sufficiently comprehensive' definition of aggression. 2
This, then, is the historical chronicle, a chronicle which comprises a plethora of rhetoric and authoritative myth. Against this
backdrop it would be simplistic to assume that such diversity is solely attributable to factors associated with the genesis and development of the concept of aggression. Clearly there are other factors at
work. The particularization of impermissible aggression in the context of nation-state interaction is now something more than an exercise in derivation and legal syntactics.'3 And the statement of this
reality exposes a truism clearly illuminated by these historical archives-that prescriptions or agreements on whatever level of generality reflect the world order from which they are derived, and their
efficacy depends on the extent to which they incorporate an adequate understanding of the dynamics of this order. The following
section will examine the content of this functional matrix as it presently exists.
II. FUNCTIONAL ANALYSIS
In the classical literature of international affairs, the nature of
typical relations among States was depicted by a two-fold categorization-the state of war and the state of peace." When the inherent
inadequacies of this description became apparent, the theorem was
expanded to encompass a third mode of nation-state relations, that
mode being characterized as "measures short of war," 0 "a legal state
of intermediacy," 6 or certain other phrases of similar substance.'7 Yet
40. The most prominent efforts of these Committees are reflected in Report of the
Special Committee on the Question of Defining Aggression, 9 U.N. GAOR Supp. 11,
U.N. Doc. A/2638 (1954); Report of the Special Committee on the Question of Defining
Aggression, 23 U.N. GAOR Agenda Item No. 86, U.N. Doc. A/7185/Rev. 1 (1967);
Report of the Special Committee on the Question of Defining Aggression, 24 U.N.
GAOR Supp. 20, U.N. Doc. A/7620 (1969); see generally THOMAS supra note 6, at 2844.
41. See Report of the Special Committee, supra note 2, at 15-6, 27, 28, 33-4.
42. Report of the Special Committee, supra, note 2.
43. McDoUGAL & FELICIANO supra note 7, at 10.
44. See H. GaoTms, DE JURE BELu Ac PACs 832 (Kelsey, trans. 1925); E. STOWELL,
INTERNATIONAL LAW 491 (1931).
45. Schwartzenberger, Jus Pacis Ac Belli?, 37 AM. J. INT'L L. 460, 474 (1943).
46. Jessup, Should InternationalLaw Recognize an Intermediate Status Between
Peace and War, 48 AM. J. INT'L L. 98 (1954).
47. On "state of reprisals" see F. GROB, THE RELATiVITY OF WAR AND PEACE 124-40
(1949). On expressions such as "quasi-war," "partial war," "imperfect war," "partial
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it has been suggested that the contemporary nature of State interaction, especially as it applies to interstate coercion and the flow of
decisions about coercion,4" is even more complex than these expanded
propositions would indicate. 9
0
A. The Factual Process of Coercion"
In the context of international affairs today, nation-states seek
the fulfillment of their value goals" by subjecting each other to coercive practices of varying degrees of intensity. This process, which has
been denominated as the "factual process of coercion,"" can be economically described as "certain participantsapplying to each other
coercion of accelerating and decelerating intensity, for a whole spectrum of objectives by methods which include the employment of all
available instruments of policy, and under all the continually changing conditions of the world arena.""
1. Participants
Historically, the participants in the process of interstate' coercion have been described as the "attacking and target States and
their respective allies."" However, this delineation, to the extent that
it purports to be a comprehensive enumeration, must be recognized
as insufficient. In the past, effective decision-makers within participating States have been subjected to the international sanctioning
process," and officials of third States 7 commonly take part in the
process of coercion through the assertion of claims and counterclaims
concerning the lawfulness of various exercises of coercion.59 In addition, various "minor members of the international cast"" participate
in the world power process and hence in the process of international
hostilities" see 7 J. MOORE, A DIGEST OF INTERNATIONAL LAW 1101-2 (1906); 3 F. WHAR333 (2d ed., 1887).
48. McDouGAL & FELicIANO, supra note 7, at 9-10.
49. Id.
50. Id. at 11-2.
51. The primary value goals of political institutions are described in H. LASSWELL
& A. KAPLAN, POWER AND SocIETY (1950).
52. McDoUGAL & FELIciNo, supra note 7, at 11.
53. McDoUGAL & FEmciANo, supra note 7, at 11-2.
54. The term "interstate" is here used to distinguish the present topic from coercive policies and practices which are primarily municipal. It is not designed to narrow
the range of participation to entities described in the prevailing myth as "States."
55. McDouGAL & FEUCLANO, supra note 7, at 12 & n. 27.
56. See The High Command Trial, 12 Law Reports of Trials of War Criminals 6970 (1949) [hereinafter cited as War Crimes Reports].
57. This expression is meant to refer to States other than the "attacking and
target States and their respective allies."
58. McDouGAL & FELmIcNo, supra note 7, at 13.
TON, DIGEST OF INTERNATIONAL LAW

59. G.

SCHWARTZENSERGER,

POWER PoLrrcs 126-46 (2d rev. ed., 1951).
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coercion. 0 In all cases, the primary factor in determining the extent
of effective participation is the power of the entity to shape and
influence policy on both the municipal and international levels.6'
2. Objectives
The possible objectives of entities participating in the process of
coercion can be summarily explained in terms of a maximization
postulate: "any participant acts to maximize certain or all of its
values in relation to other participants in the world arena.""2
3. Methods
In brief outline, the methods by which participants engage each
other in coercion to effect the realization of their objectives include
all the contemporary instruments of policy, 3 employed in varying
combinations and sequences and with constantly changing-not simply dichotomous-degrees of intensity.6'
4. Conditions
The final element of the factual process of coercion refers to the
conditions of the world arena, or more precisely, the participants'
estimations of them.5 These conditions include all the variable
and interacting component factors of the global power process which
serve to mold the participants' appraisal of whether their objectives
can best be accomplished through coercion or through persuasion,
and the level and techniques of coercion or persuasion required. 6
As this process of interaction which has been described as the
factual process of coercion continues, "participants . . . assert
against each other many varying claims respecting the lawfulness or
unlawfulness of the various coercive practices employed by or against
them, invoking in support of their respective claims both world pre60. McDoUGAL & FEuLc NO, supra note 7, at 13. However, States are presently,
and likely to remain over the near term, the primary participants in the process of
coercion. For that reason the term "States" is often used throughout this essay as a
shorthand expression for the entire range of possible participants. The use of the term
does not limit the applicability of the concept expressed to other possible participants.
61. Cf. War Crimes Reports, supra note 56.
62. McDOUGAL & FELicuNO supra note 7, at 14.
63. These instruments have traditionally been described as the diplomatic instrument, the ideological instrument, the economic instrument, and the military instrument. For a discussion of the nature of these various instruments see McDouGo. &
FELcICNO, supra note 7, at 27-36.
64. McDOUGAL & FELacNo, supra note 7, at 27. The relationship among these
factors of objectives, intensity, and results tends to be one of direct proportionality:
the more comprehensive the objective, the higher tend to be both the level of intensity
of coercion applied and the level of destruction of values within the target State.
McDouGAL & FEicL.ANo, supra note 7, at 33.
65. McDOUGAL & FELmANO, supra note 7, at 20.
66. Id.
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scriptions and world public opinion." '
B. The Decision-Making Process
It is the responsibility of certain decision-makers, recognized by
the world community as authoritative, to pass on the validity of these
claims. This evaluation is accomplished through a process of authoritative resolution which can be summarized as "certain decisionmakers seeking certain common objectives, under all the varying
conditions of the world arena, by the employment of certain methods
or procedures in the prescription and application of authoritative
community policy." 8
1. Decision-makers
In more specific terms, the spectrum of decision-makers authorized by the international community to resolve disputes concerning
the application of coercion includes, beyond the commonly acknowledged group of international governmental organizations and judges
of international courts and military and arbitral tribunals, officials
of various nation-states, whether participant or non-participant in a
particular coercive interaction.69
2. Objectives
The policy objectives of these several decision-makers are many
and complex and expressed in varying levels of generality. In summary reference, however, the primary objective of all participants can
be commodiously perceived as the prevention of alterations in the
existing distribution of values among participants by processes of
unilateral and unauthorized coercion and the promotion of value
changes and adjustments through processes of persuasion or
community-sanctioned coercion. 0
3. Conditions
The conditions under which authoritative decisions are taken
obviously include all those same variables which affect the process of
coercion.' Of special significance in the context of the prescription
and application of community policy, however, are the expectations
of probable effectiveness or compliance with the projected regulation.72 These expectations are based primarily on estimations of effective power available to support an application of policy and an estimation of the possible costs of making and enforcing the decision."
67.
68.
69.
70.
71.
72.
73.

Id. at 12.
Id. at 39.
Id. at 39-40.
Id. at 41.
See text accompanying note 65 supra.
See McDOUGAL & FELICIANO, supra note 7, at 45-9.
Id.
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4. Methods of Prescriptionand Application
The methods by which the process of coercion is regulated include certain unique procedures through which decision-makers continually formulate, reformulate, and apply policy with respect to the
various major types of claims to initiate and exercise coercion or to
avoid direct participation in coercion." Of the several methods employed in this process," prescription" and application of prescriptions" are of special significance.
In general terms these contemporary prescriptions relative to the
issue of coercion across State boundaries project a set of complementary policies-one set outlining the nature and extent of impermissible uses of force,78 the other set declaring that the use of force is
lawful if employed in individual or collective self-defense" or pursuant to an authorization by the world community 0 or, implicitly, if
the use of force falls below the minimum levels of impermissible
force. 8'
5. Specific FunctionalPrerogativesof Primary Decision-Makers
As the primary decision-maker in the area of community control
of the use of force by States, the United Nations has declared one of
its principle functions to be: "to maintain international peace and
security, and to that end: to take effective collective measures for the
prevention and removal of threats to the peace, and for the suppression of acts of aggression or other breaches of the peace."82 "Primary
responsibility"83 for the implementation of these purposes is delegated to the Security Council by Article 24 of the Charter, with the
General Assembly assuming effective authority, under the Uniting
for Peace Resolution,' when the Security Council is veto-bound.
For the guidance of these decision-makers, and others who might
be called upon to resolve claims concerning the permissibility or impermissibility of various exercises of coercion, Article 39 propounds
a three-tiered categorization of each incident of impermissible coercion. While defying explicit particularization, the terminology
invoked-"threat to the peace, breach of the peace, and act of aggression" -conveys an impression of gradations of intensity which can at
74. Id. at 49-50.
75. Id.

76. Id. at 50-1.
77. Id. at 52-3.
78. U.N. CHARTER art. 2, para. 4.
79. U.N. CHARTER art. 51.
80. U.N. CHARTER art. 39.
81. See McDouGoAi & FEuCIANO, supra note 7, at 127-9.
82. U.N. CHARTER art. 1, para. 1.

83. U.N. CHARTER art. 24.
84. Uniting for Peace Resolution, 377A(V), 5 U.N. GAOR, Supp. 20, at 10-2, U.N.
Doc. A/1775 (1950).
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least be arrayed in an elementary order of magnitude-a threat to the
peace comprising the least pervasive manifestations of impermissible
coercion; an act of aggression representing impermissible coercion
encompassing high levels of intensity.5
Beyond the particular terminology invoked, however, are several
other factors which have a significant impact on the way in which
community prescriptions concerning the use of force by States are
applied. For example the conditions under which the United Nations"6 has exercised or attempted to exercise these functions of peace
enforcement have usually been characterized by either overt military
hostilities or high or rising expectations of violence.87 The corresponding objectives of community intervention in these situations has generally been to avoid overt violence, or, if that stage has already been
8
reached, to effect its termination.
In contrast, on those occasions when judicial tribunals" have
been called upon to evaluate the permissibility of coercion, overt
hostilities have ordinarily ceased. Furthermore, the function of such
tribunals is not the enforcement of peace, but the assignment of
criminal responsibility." As such, the standards of proof and the
application and prescription of community policy is often much more
rigorous and formal in the latter context than it would be in the
former context of United Nations peace-keeping functions."
Finally, officials of nation-states are also confronted with the
necessity of rendering decisions concerning the lawfulness of coercion
in several different contexts. They must continually appraise the
degree of constraint exercised in the ordinary course of interaction
with other States, they often must appraise claims for assistance
under agreements for collective self-defense, and, most importantly,
in the context of the present definition, they must assess and decide
upon appropriate responses to any drastically accelerated coercion
applied against their primary institutions.2
85.

McDOUGAL & FELICIANO, supra note 7, at 161-2.
86. See text accompanying notes 71-3 supra. The use of the term "United Nations" in this context is exemplary rather than restrictive. See text accompanying note
69 supra.
87. McDOUGAL & FELICIANO, supra note 7, at 162.
88. Id.
89. Included within this expression are municipal-type tribunals such as the
Chinese War Crimes Military Tribunal and the Polish Supreme National Tribunal and
those tribunals of an international nature such as the International Military Tribunal
(the Nuremberg Court) and the International Military Tribunal for the Far East.
McDOUGAL & F ELICILNO, supra note 7, at 163 & nn. 107-9.
90. McDOUGAL & FELICIANO, supra note 7, at 163-7.
91. Id.
92. Id. at 166-7.
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This, then, is the setting of the effort by the General Assembly,
through the Special Committee, to achieve a consensual particularization of the nature of that most intense manifestation of impermissible coercion-aggression. As the immediately preceding discussion
has revealed, the multiplicity of function and context to which the
descriptive terms of Article 2(4) apply renders definition, in the sense
that that term connotes a syntactical reference possessing a substantial degree of specificity, impossible. The incisive remarks of McDougal and Feliciano are of some help in appreciating the sense in which
"definition" is used in the area of impermissible coercion:
For observers with full awareness of the factors realistically affecting
decision, the task of 'defining aggression' is not appropriately conceived
as one of searching for a precise, certain, and final verbal formula that
would abolish the discretion of decision-makers and dictate specific decisions. It is rather, in broad outline, that of presenting to the focus of
attention of the various officials who must reach a decision about the
lawfulness of coercion, the different variable factors and policies that, in
differing contexts and under community perspectives, rationally bear
upon their decisions; of indicating the interrelations of these factors and
policies in context; and, perhaps, of making some lower-order generalizations about the relative weighting of pertinent factors and policies in

different contexts .93
II.

ANALYSIS OF THE PROVISIONS OF THE UNITED NATIONS DEFINITION
OF AGGRESSION

The following particularization represents a mixed definitional
format"4 containing a Preamble 5 of ten paragraphs and eight substantive Articles. The purpose of the Preamble is to reaffirm and annex
to the definition those provisions of the Charter and other relevant
declarations of international law which are of significance in the delineation of the concept of aggression-among them being certain
fundamental purposes of the United Nations, the duties of States and
the powers of the Security Council and other relevant organs under
the Charter, the fundamental right of peoples to determine their own
destinies, and the provisions of the Declaration on Friendly Rela93. Id. at 151-2.
94. This definition is characterized as mixed in that it incorporates elements of
both the generic (abstract) and the enumerative types of definitions. For a general
discussion of the distinguishing characteristics of each see THOMAS, supra note 6, at 68; McDOUGAL & FELictANO, supra note 7, at 144-8.
95. The Preamble reads as follows:
The General Assembly,
Basing itself on the fact that one of the fundamental purposes of the
United Nations is to maintain international peace and security and to
take effective collective measures for the prevention and removal of
threats to the peace, and for the suppression of acts of aggression or other
breaches of the peace,
Recalling that the Security Council, in accordance with Article 39 of
the Charter of the United Nations, shall determine the existence of any
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tions 5 The Preamble also condemns aggression as "the most serious
and dangerous form of the illegal use of force" and offers the hope and
belief that this formulation of basic principles for the guidance of
various decision-makers will hasten the inception of a world order in
which the most severe deprivations of values by the use of force can
be controlled.
In regard to the substantive Articles of the definition, they consist, in general terms, of a generic demarcation of the concept of
aggression, a functional explanation of the perceived role of the concept in the decision-making context, an enumeration of certain typical acts of aggression, a reaffirmation of the full powers of the Secuthreat to the peace, breach of the peace or act of aggression and shall
make recommendations, or decide what measures shall be taken in accordance with Articles 41 and 42, to maintain or restore international
peace and security,
Recalling also the duty of States under the Charter to settle their
international disputes by peaceful means in order not to endanger international peace, security and justice,
Bearing in mind that nothing in this definition shall be interpreted
as in any way affecting the scope of the provisions of the Charter with
respect to the functions and powers of the organs of the United Nations,
Considering also that, since aggression is the most serious and dangerous form of the illegal use of force, being fraught in the conditions
created by the existence of all types of weapons of mass destruction, with
the possible threat of a world conflict and all its catastrophic consequences, aggression should be defined at the present stage,
Reaffirming the duty of States not to use armed force to deprive
peoples of their right to self-determination, freedom, and independence,
or to disrupt territorial integrity,
Reaffirming also that the territory of a State shall not be violated by
being the object, even temporarily, of military occupation or of other
measures of force taken by another State in contravention of the Charter,
and that it shall not be the object of acquisition by another State resulting from such measures or the threat thereof,
Reaffirming also the provisions of the Declaration on Principles of
International Law concerning Friendly Relations and Co-operation
among States in accordance with the Charter of the United Nations,
Convinced that the adoption of a definition of aggression ought to
hsve the effect of deterring a potential aggressor, would simplify the
determination of acts of aggression and the implementation of measures
to suppress them and would also facilitate the protection of the rights and
lawful interests of, and the rendering of assistance to, the victim,
Believing that, although the question whether an act of aggression
has been committed must be considered in the light of all the circumstances of each particular case, it is nevertheless desirable to formulate basic
principles as guidance for such determination,
Adopts the following definition:
96. Declaration on Principles of International Law concerning Friendly Relations
and Co-operation among States in accordance with the Charter of the United Nations,
G.A. Res. 2625, 25 U.N. GAOR Supp. 28, at 121, U.N. Doc. A/8028 (1970).
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rity Council under the Charter, and an indication of those circumstances in which the use of force is lawful.
A. Article 1-Generic Definition of Aggression
Article 1 declares that:
Aggression is the use of armed force by a State against the sovereignty, territorial integrity, or political independence of another State, or
in any manner inconsistent with the Charter of the United Nations, as
set out in this definition'"

It has been asserted that the protection of certain potential objects of interstate98 coercion represents the crucial first step in the
establishment of international norms for the creation of a world order
based on the nonviolent redistribution and adjustment of values
among nations." If it is assumed that this is an accurate assessment,
the fundamental endeavor in the delineation of community perspectives regarding the use of force by States then becomes one of clarifying the import and extent of those objects characterized as sacrosanct. In this Article the prohibited objects are encompassed within
the phrase "sovereignty, territorial integrity, and political independence" and coincide, to a substantial degree, with objects proscribed
by Article 2(4) of the Charter.'" In broad outline the content of this
phrase embraces those classical bases of power deemed essential to
the creation and perpetuation of the institutional abstraction referred
to as the nation-state." 1
More specifically, the impairment of "political independence"
refers to the institutional arrangements of authority and control
within the target State. 02 "Territorial integrity" indicates the extent
of the geographical resource base and the people located within that
area which are subject to the control of State officials."' 3
"Sovereignty" although not specifically included in the objects
specified by Article 2(4), was added to the enumeration in this definition at the insistence of the thirteen Powers. 04 Unlike the other technical terms, however, "sovereignty" is more appropriately conceived
97. Report of the Special Committee, supra note 2, at 11.
98. See supra note 56.
99. McDouoAL & FELICIANO, supra note 7, at 123-4.
100. U.N. CHARTER art. 2, para. 4 states: "All Members shall refrain in their
international relations from the threat or use of force against the territorial integrity
or political independence of any state, or in any other manner inconsistent with the
Purposes of the United Nations."
101. McDouGAL & FEICIANO, supra note 7, at 177.
102. Id.
103. Id. The concept of territorial integrity also encompasses territorial waters and
airspace. Ferencz, A ProposedDefinition of Aggression, 22 INT'L & CoMP. L.Q. 407, 417
& n. 24 (1973) [hereinafter cited as Ferencz].
104. Id. at 416.
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of as an attribute which attaches subsequent to rather than prior to
or coextensive with the creation of a nation-state. Its specific content
has been described in terms of the "supreme, absolute, uncontrollable power to govern." 'M
The phrase "or in any manner inconsistent with the Charter of
the United Nations" is identical to the wording invoked in Article
2(4), but for the substitution of the word "Charter" where "Purposes"
had appeared.'10 This expression, at least in the Charter context, was
designed to emphasize the inclusive nature of the policy terminology
expressed and to insure that no loopholes were created.'"
Article 1 then goes on to specify that aggression is the use of
armed force against these protected objects. This declaration manifests the traditional view that an exercise of the military instrument
represents that modality of coercive force most eminently capable of
generating levels of intensity sufficient to affect objects, declared
sacred by community perspectives.' 8 But today the dangers implicit
in the use of overt military force in a world characterized by the
proliferation of basic energy weapons, has motivated States to
improve their capabilities for achieving highly intense coercion
through other instruments of policy.' 09
In light of this expanding diversity of coercive modality, the
crucial question for purposes of interpretation becomes whether the
terminology invoked in the present definition creates a uni-factor
test"0 which precludes a finding of aggression when modalities other
than armed force are employed. Based on the reaffirmations contained in the fourth preambular paragraph, in Article 2, and in Article 6, it is clear that the Special Committee did not intend to so
narrow the customary prerogatives of the various organs of the United
Nations.
The nature of these prerogatives is best reflected in the Charter
provisions concerning the use of force and the application of these
provisions in two specific contexts: (1) when the Security Council,
acting under Article 39, or the General Assembly, pursuant to its
105. BLACK'S LAw DICIONARY 1568-9 (4th ed. 1951).
106. It has been asserted that this modification serves to incorporate the procedural as well as the substantive purposes of the Charter. Ferencz, supra note 103, at
416.
107. McDouGAL & FEucimo, supra note 7, at 178 & n. 140.
108. Id. at 190.
109. Id.
110. The term 'uni-factor' is employed as a shorthand referent to the question of
whether only the use of armed force can trigger the operation of this definition or
whether other modes of coercion may also generate intensities capable of destroying
basic State prerogatives and thus qualifying as an act of aggression.
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powers under the Uniting for Peace Resolution, is called upon to
recommend measures to maintain or restore peace; and (2) when a
State seeks to exercise its right to act in individual or collective selfdefense under Article 51."' As to the first context, sufficient authority
exists to state that neither the characterization of the particular coercion employed, nor the recommendation of action to be taken under
Articles 41 and 42 is anywhere made contingent on the modality of
the coercion applied."' The fundamental prohibition of the Charter
is, rather, the threat or the use of any force, not just armed force
against the "territorial or political independence of another State.""' 3
As to the nature of the right to individual and collective selfdefense and the relationship of these rights to the question of modality, contemporary myth is not as clear."' In the period prior to the
adoption of Article 51 the structure of traditional prescription required a showing of a "high degree of necessity"" 5 prior to a permissible characterization by the appropriate decision-maker that the coercive practice or practices in question were employed in legitimate
self-defense. This "necessity" was ascertained primarily through an
examination of the expectation structure of the claimant at the time
that the coercion, alleged to be in response to unlawful initiating
coercion, was applied."'
Against this background of traditional prescription, Article 51
declares that: "nothing in the present Charter shall impair the inherent right of individual or collective self-defense if an armed attack
occurs . . ." (emphasis added)." 7 At first blush the emphasized
phrase appears to be a declaration that self-defense is permissible
only in response to an armed attack, thus narrowing the ambit of
permissible self-defense. The records of the preparatory meetings
which culminated in the present wording, however, indicate a contrary purpose. These records reveal that the phrasing of Article 51
was designed not to narrow the scope of legitimate self-defense or
raise the required level of necessity, but to accomodate regional secu111. THOMAS, supra note 6, at 56-7.

112. Id. at 60 & n. 75.
113. U.N. CHARTER art. 2, para. 4. Of course, the question still remains whether
any particular threat or use of force will be characterized by the Security Council under
Article 39 as a threat to the peace, breach of the peace, or act of aggression. However,
it is more provident to conceive of the process of Security Council decision-making as

primarily an evaluation of consequentiality rather than strictly an evaluation of the
amount of armed force employed. Armed force is merely an element of consequentiality
not consequentiality in and of itself. See McDOUGAL & FcIcmo, supra note 7, at 229.
114. For a brief recapitulation of the controversy see THoMAS, supra note 6, at 546.
115. See McDOUGAL & FEmiCimo, supra note 7, at 231 & nn. 242-4.
116. Id. at 200.
117. U.N. CHAm art. 51.
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rity organizations within the Charter scheme."' Furthermore, the fact
that the travaux preparatoiresof Article 2(4) contain the statement
that the traditional doctrine of self-defense was not to be abridged by
the Charter, but, rather, preserved and maintained," ' also lends support to this assertion. The conclusion seems, therefore, inescapable
that a uni-factor test of aggression based on the modality of the
coercion applied, is not, and never has been, a part of the customary
2
or codified prescriptions concerning the use of force by States.' 0
Finally, in describing the participants in the process of coercion,
the definition gives explicit recognition only to States. This delineation coincides with traditional doctrine under which States were declared to be the only "persons" capable of exercising rights and duties
under international law. But as this author has previously noted, the
array of possible participants in the process of coercion is not confined
to the narrow institutional abstraction of the State.'"' To a limited
extent, the Special Committee recognized the inadequacy of traditional doctrine in this area when it appended to Article 1 an explanatory note which stated:
In this definition the term "State"
(a) is used without prejudice to questions of recognition or to whether a
State is a member of the United Nations;
(b) includes the concept of a "group of States" where applicable.,"

B. Article 2-OperationalDefinition of Aggression
Article 2 declares that:
The first use of armed force by a State in contravention of the
Charter shall constitute prima facie evidence of an act of aggression although the Security Council may in conformity with the Charter conclude that a determination that an act of aggression has been committed
would not be justified in the light of other relevant circumstances including the fact that the acts concerned or their consequences are not of
sufficient gravity. 2 3

Article 2 represents a very delicately balanced compromise between those delegates who sought to attach primary significance to
the objective element (priority-first use-of armed force against
prohibited objects) and those who emphasized the subjective component (intent to violate prohibited objects) of each incident of inter118. McDOUGAL & FELICIANO, supra note 7, at 235 & n. 257.
119. Id.
120. The appropriate role of modality in the decision making context can be most
beneficially conceived of as a prima facie indicator of the intensity of the coercion
employed and the concomitant destruction of values effected within the target State.
McDOUGAL & FELICIANO, supra note 7, at 229.
121. See text accompanying notes 54-61 supra.
122. See Report of the Special Committee, supra note 2, at 9.
123. Report of the Special Committee, supra note 2, at 11.
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124

The principle of priority has been, at least since the promulgation of the 1933 Soviet draft definitions, 25 of substantial importance
in the characterization of impermissible coercion. Indeed a concept
of priority is implicit in prescriptions such as these which seek to
prohibit certain levels of coercion, while at the same time retaining
in the nation-state the right to respond with coercion to preserve
essential prerogatives. 26 Yet exclusive attention to the chronological
priority of some physical act divorced from the dynamics of attack
and response, ignores the relevance of several other factors of fundamental significance.'7 Furthermore, beyond requiring States to be
attacked before responding coercion would be justified, 2 ' a test of
aggression based on the first physical act in violation of community
norms suggests that it is possible to formulate a list which would be
comprehensive enough to anticipate and proscribe all acts of coercion
which could result in the destruction of values to a greater degree
than permitted under community prescriptions. The likelihood that
such a list could be created and maintained, in light of rapidly devel2
oping technologies of violence, seems rather remote.
Yet the countervailing focus on the intent to breach specific objects is also insufficient as an exclusive test. Participants seldom
declare that it is their intention to maximize their values by resort
to impermissible levels of coercion.2 0 The problem then becomes one
of ascertaining intent from those objective manifestations of intent
deemed by appropriate decision-makers as relevant.' 3' While the dif124. The Soviet Union was the primary proponent of the objective perspective-the six Powers emphasized the subjective element. Ferencz, supra note 103, at
423-4.
125. Conveniently found in STONE, supra note 7, at 34-6 & n. 37.
126. McDOUGAL & FELICIANO, supra note 7, at 169-71.
127. Id. Some other relevant considerations are the inclusiveness or exclusiveness
of the values sought, the consequentiality of the coercive force employed, whether
values are being sought or conserved, and the intent of the attackers. McDourAL &
FELICIANO, supra note 7, at 180-3.
128. Ferencz, supra note 103, at 424.
129. THOMAS, supra note 6, at 7.
130. McDouGAL & FELICIANO, supra note 7, at 179-80.
131. Of obvious preliminary significance in ascertaining intent is the consequentiality of the objectives, considered in terms of the nature, scope, and relative importance (to all participants) of the values sought to be affected. Also of some aid in the
clarification of such intent is to differentiate between those participants seeking to
attack and acquire values held by other participants and those who seek to conserve
and maintain their own values against acquisition by opponents. Finally, the inclusiveness or exclusiveness of the objectives that move a participant to action may aid in
the appraisal of the lawfulness of the coercion-inclusive objects being those which
admit of widespread participation in the sharing of values; exclusive objects being

1975

U.N.

DEFINITION OF AGGRESSION

ficulties implicit in such an endeavor are not insurmountable, such
exclusive attention to the subjective component needlessly obscures
the relevance of other factors' which could be of assistance in appreciating the totality of the interaction context.
The compromise reflected in the final formulation was made
possible largely through the efforts of the representative of Ghana.'3
In this formulation, preliminary significance is assigned to the "first
use of armed force . . . in contravention of the Charter," which raises
a presumption that an act of aggression has been committed. This
presumption is, however, subject to rebuttal by the Security Council
acting under the principles of exculpation outlined in the second
section of Article 2.
In attempting to interpret the meaning of the first section of
Article 2 it becomes immediately apparent that special significance
has, once again, been assigned to the dimension of modality-"armed
force . . . in contravention of the Charter" (emphasis added)-and,
once again, the possibility of committing an act of aggression through
the use of other instruments of policy must be articulated.
However, the articulation of this reality is not determinative of
all the issues raised by this section of the Article. The prohibition
outlined in Article 2 is quite clearly not a prohibition of the use of
force simpliciter. It is, rather, the prohibition of those exercises of
force which can also be characterized as (1) armed and (2) in contravention of the Charter. An examination of the historical record reveals
that the content of the phrase "in contravention of the Charter" is
no longer subject to principled dispute. It refers to any violation of
those objects, declared by the Charter as sacred, and subsumed under
the primary headings of territorial integrity and political independence. Article 2(4) of the Charter prohibits the threat or use of force
against either of these objects, and, under Article 39, the authority
to characterize specific coercive incidents according to their severity
(as either a threat to the peace, breach of the peace, or act of aggression) and recommend appropriate community sanctions is conferred
upon the Security Council. Nowhere in the Charter is the functioning
of these mechanisms made contingent on the modality of the force
14
applied. 1
Since the functioning of these mechanisms does not rely upon the
those values over which the acting participant is seeking exclusive control. See

& FELICIANO, supra note 7, at 180-3.
132. See THOMAS, supra note 6, at 7.

McDOUGAL

133. Special Committee on the Question of Defining Aggression, Summary Records of the One HundredSixth to One Hundred Tenth Meeting, 29 U.N. GAOR, U.N.
Doc. A/AC.134/S.R. 106 at 23 [hereinafter cited as Summary Records].
134. See THOMAS, supra note 6.

190

JOURNAL

OF INTERNATIONAL LAW AND

POLICY

VOL. 5:171

modality of force applied, the question of why the Special Committee
saw fit to articulate but one mode of aggressive force (armed force)
then arises. In exploring this anomaly let us first suppose that the
wording of this Article had declared that the use of simple force in
contravention of the Charter had been the subject of the definition.
Clearly such a formulation would have greatly expanded the scope of
the prohibition-sanctioning its application to situations involving
nominal deprivations of fundamental values (threats to the peace) as
well as to the most severe of all deprivations of such values (acts of
aggression).
From this perspective it then becomes apparent that the dimension with which the Special Committee struggled in this context was
how to indicate that only the most severe deprivations of values and
the most intense applications of coercive force employed in contravention of the Charter were the subject matter of this definition. The
solution which the Committee seized upon was to add the adjective
'armed' to the phrase 'force in contravention of the Charter'.
The implicit dimension reflected in this compromise is the ever
present problem of achieving international consensus in a context
which has significant political implications. On an abstract basis it
is quite apparent that the diplomatic, ideological, and economic, as
well as the military instrument hold a destructive potential sufficient
to affect "sovereignty, territorial integrity and political independence." However, political decision-making in this or any context does
not take place in a vacuum, and agreement among nations on the
precise conjunction of factual circumstance deemed to be sufficient
to raise a presumption of aggression beyond a recognition of the traditional concept of armed force is clearly not possible within the present
international structure. For that reason armed force, as the traditional manifestation of "aggression," served as a point upon which all
parties could agree. Those manifestations of force accomplished
through use of other instruments were not as amenable to agreement
and were denied explicit articulation. However, it is quite apparent
that it is not only armed force which can be aggression, but force
generated through any means which portends deprivations of values
of a most fundamental nature within the target State, irrespective of
the modality of that force. For that reason, in subsequent encounters,
the words 'armed force' should be viewed as an attempt of the Special
Committee to limit the concept of aggression to acts which portend
deprivations of values within the target State of the most fundamental nature, and not as a literal limitation of the concept to the narrow
35
verbal abstraction of 'armed force.1
135. This interpretation is in substantial accord with what Obradovic characterizes as a "gradual, progressive development of international law ... toward the elimi-
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The second major element of Article 2 is the reaffirmation of the
authority of the Security Council to rebut the presumption of aggression arising from the perpetration of an act of "armed force in contravention of the Charter." Although there was general agreement
among the delegates that the formulation of the present definition
did not prejudice the authority of the Security Council or other organs of the United Nations under the Charter, there was a considerable measure of discordant opinion expressed over the question of the
content of the exculpatory powers articulated in the second portion
of Article 2.136 The delegates were able to agree that if acts or the
consequences of acts were not of sufficient gravity, as determined by
the Security Council, such a conclusion would be sufficient to rebut
the presumption arising from the first use of armed force.' 37 However,
the content of the phrase "other relevant circumstances" remained a
matter of substantial controversy. Presumably the intent or purposes
of the participant who first initiated intensified coercion was within
the confines of the phrase.' 38 However, several delegations maintained, in rather absolute terms, that the intention or purpose of
State participation in the process of coercion was completely irrelevant. ' The result is that the Security Council is left then with little
additional guidance for the execution of its duty to vindicate participants from responsibility under certain circumstances.
C. Article 3-Acts Which Constitute Aggression
Article 3 endeavors to identify those physical acts which can now
be characterized as typical acts of aggression." 0 Within the confines
of the present definition, the purpose of this enumeration is to present
to the attention of decision-makers and participants in the coercion
process those acts, the commission of which will raise a presumption
that an act of aggression has occured, under the principles outlined
in Article 2. This enumeration is, of course, not an exclusive one"'
and the presumption which arises from the the perpetration of one
of the enumerated acts is subject to rebuttal by the Security Council
acting under the powers reserved to it in the second section of Article
2.
As to the wording of the introductory paragraph of Article 3,111
nation of all forms of pressure in the international community." PRINCIPLES OF INTERNA84 (1973).
136. Report of the Special Committee, supra note 2, at 19-21, 23, 31, 36, & 39.
137. Id.
138. Id. at 16, 23, 31, & 36.
139. Id. at 21, 26, & 39.
140. The purpose of the enumeration of specific acts in Article 3 was illustrative
rather than restrictive. Report of the Special Committee, supra note 2, at 20, 23-4 &
32.
141. See Article 4 of this definition infra at note 169.
142. The introductory paragraph reads as follows: "Any of the following acts,
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there was some disagreement within the Committee concerning the
phrase "qualify as an act of aggression," with some delegations expressing a preference for the phrase "constitute an act of aggression".' 3 Nevertheless, the foregoing phrase was adopted by the Committee and is perhaps more in keeping with the open-ended nature
of the definition as a whole.
The phrase "regardless of a declaration of war" depicts a recognition by the Committee that such declarations, although once regarded as a prime determinant of an aggressive act, are no longer
representative of the process of coercion in the modern world.'"
The Article then goes on to list the various examples of aggressive
acts which the Security Council might consider in the manner set
forth in Article 2 of the definition. The abstractions represented by
the terms invasion, bombardment, blockade, and attack on armed
forces have long been recognized by the international community as
classical acts of aggression.' The Special Committee gave early recognition to their salience and approved their inclusion in 1972.146
1. TerritorialInvasion or Attack '7
Subparagraph (a), in wording substantially parallel to the wording invoked in the 1933 Soviet drafts, recognizes the inviolability of
the territory of another State by invasion or attack. The subsequent
phrases encompassing the acts of "military occupation" and "annexation by force" were added in order to articulate the prohibited
nature of extensions of the concept of attack and invasion.
2. Bombardment'
General agreement on the wording of subparagraph (b) was
reached early in the deliberations of the Negotiating Group.'49 However some disagreement lingered over the question of whether the
phrase "any weapons" encompassed "nuclear, bacteriological and
regardless of a declaration of war, shall, subject to and in accordance with the provisions of Article 2, qualify as an act of aggression."
143. Report of the Special Committee, supra note 2, at 15 & 17.
144. See Ferencz, supra note 103, at 417.
145. Ferencz, Defining Aggression: Where It Stands and Where It's Going, 66 AM.
J. INT'L L. 491, 499 (1972).
146. Id. at 499.
147. Article 3 subparagraph (a) reads as follows: "The invasion or attack by the
armed forces of a State of the territory of another State, or any military occupation,
however temporary, resulting from such invasion or attack, or any annexation by the
use of force of the territory of another State or party thereof,"
148. The prohibition of subparagraph (b) reads: "Bombardment by the armed
forces of a State against the territory of another State or the use of any weapons by a
State against the territory of another State;"
149. Ferencz, supra note 103, at 418.
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chemical weapons"' 50 and "weapons of mass destruction."' 5' While it
seems apparent that the phrase "any weapons" is broad enough to
encompass both of these concepts, the Special Committee included
an explanatory note which stated that "the expression 'any weapons'
is used without making a distinction between conventional weapons,
weapons of mass destruction and any other kind of weapon.' 52
3. Blockade'
The formulation as finally adopted employed the wording proposed by the thirteen Powers. There was little disagreement on the
inclusion of the concept or the wording of the prescription.' 4
15
4. Attack on the Armed Forces of Another State 1
In subparagraph (d) the traditional formulation of the prohibition concerning attack on armed forces was expanded to include the
phrase "marine and air fleets." This expression was incorporated at
the insistence of the six Powers who asserted that these instrumentalities represented an important element of State sovereignty. 156 The
thirteen Powers, on the other hand, vehemently opposed the addition
of this element, and upon its inclusion declared that their rights to
"detain and impose penalties upon any foreign vessel or aircraft engaged in unlawful activities within its territorial waters and airspace"
were not prejudiced by this addition. 5
5. Extended Military Occupation'5
At the behest of the six Powers, the Special Committee undertook to consider the prohibited nature of a unilateral extension or
breach of an agreement which permitted a foreign military presence
within the confines of another State.'59 While there seemed to be
general assent among the delegates that such breach or extension
constituted an impermissible act of aggression, a prescription reflecting that existent level of concurrence was not included in the 1972
report of the Committee to the General Assembly. 6 ' Subsequently,
150. Id. at 419.

151. Id.
152. Report of the Special Committee, supra note 2, at 9.

153. Article 3 subparagraph (c) prohibits: "The blockade of the ports or coasts of
a State by the armed forces of another State;"
154. Ferencz, supra note 103, at 419.
155. Article 3 subparagraph (d) prohibits: "An attack by the armed forces of a
State on the land, sea or air forces, or marine and air fleets of another State;"
156. Summary Records, supra note 135, at 42.
157. Report of the Special Committee, supra note 2, at 17 & 19.

158. Article 3 subparagraph (e) prohibits: "The use of armed forces of one State,
which are within the territory of another State with the agreement of the receiving
State, in contravention of the conditions provided for in the agreement or any extension of their presence in such territory beyond the termination of the agreement;"
159. Ferencz, supra note 103, at 429.
160. Id.
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more concrete agreement on the parameters of the concept and its
wording resulted in the prescription as it presently appears.
A number of commentators have criticized the inclusion of this
provision primarily based on the belief that the situations envisioned
by this formulation do not represent violations which occur with sufficient frequency or represent coercion of sufficient intensity so as to
warrant explicit prohibition.' Such an analysis is largely inapposite
and premature. The question, in the first instance, is not the frequency of occurrence or the projected consequentiality of particular
acts which is the sine qua non for characterization as an act of aggression. Rather the question is whether such breaches or extensions constitute violations of territorial integrity or political independence. If
they are, and the Special Committee has found them to be sufficiently representative of such violations, then the appropriate
decision-makers are confronted with a claim sufficient to raise a presumption of an act of aggression upon the perpetration of such a
breach or extension. At this point it is the duty of the decision-maker
to undertake an investigation of consequentiality and other relevant
factors, under the provisions of the second section of Article 2, in
order to determine the existence of facts which may rebut the presumpticn of aggression.
6. Indirect Aggression
Sections (f)6 2 and (g)113 represent acts of indirect aggression, the
prohibition of which was first proposed by the Soviet draft definition
in 1933. Since that time there has been increasing awareness that new
technologies of international coercion can be as destructive of essential nation-state institutions as can the more traditional modalities
of force." 4 One of the primary problems confronted in particularizing
the permissible-impermissible distinction in the area of indirect aggression is the close association between indirect aggression and selfdetermination. 6 5 Thus, the conceptual interrelationship between section (f) and section (g) and Article 7 in this definition is very close.
Section (f) articulates the distinct possibility in international
affairs that, in addition to the attacking state, other States could be
161. Id.
162. Article 3 subparagraph (f) prohibits: "The action of a State in allowing its
territory, which it has placed at the disposal of another State, to be used by that other
State for perpetrating an act of aggression against a third State;"
163. Article 3 subparagraph (g) prohibits: "The sending by or on the behalf of a
State of armed bands, groups, irregulars or mercenaries, which carry out acts of armed
force against another State of such gravity as to amount to the acts listed above, or
its substantial involvement therein."
164. McDOUGAL & FELicNo, supra note 7, at 190-6.
165. See Report of the Special Committee, supra note 2, at 37 & 40.
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found in sufficient complicity so as to warrant the characterization
of more than one State as an aggressor. 66
In subparagraph (g) the inclusion of the phrase "armed bands"
was lauded by several delegations. 7 There was some disagreement
concerning the phrase "or its substantial involvement therein," with
some delegations claiming that substantiality permeated the entire
definition. 68 Substantiality, however, as it is used in other sections
of the definition refers to substantial interference with prohibited
objects. Substantiality in the present context refers to substantial
involvement with the sending of armed bands which in turn perpetrate a substantial use of force against sovereignty, territorial integrity, or political independence.
D. Article 4-Reaffirmation of Plenary Authority of Security
9
Council,"
Article 4 simply reaffirms the open-ended authority of the Security Council under Article 39 to find that certain acts beyond those
enumerated in Article 3 constitute, in any specific context of circumstances, aggression.
E. Article 5--Justificationfor and Consequences of Aggression
Article 5 deals generally with the justifications for aggression and
the consequences of aggression. The purpose of this Article is to incorporate certain other relevant considerations within the definition of
aggression without prejudicing the independent development of these
concepts. The wording of the first paragraph harkens back to the
1933 Soviet draft definition. The statement functions, in the context
of this definition, as a conceptual limitation on the broad powers of
exculpation possessed by the Security Council under the reaffirmations of the second section of Article 2. By negative inference, the
statement reaffirms the conclusion to be drawn from the Charter that
the only justification for the use of highly intense coercion in international affairs is to protect fundamental State prerogatives and institutions. 7 '
166. See Id. at 29.
167. See Id. at 30.
168. Id. at 19.
169. Article 4 states: "The acts enumerated above are not exhaustive and the
Security Council may determine that other acts constitute aggression under the proyisions of the Charter."
170. The first paragraph of Article 5 declares that: "No consideration of whatever
nature, whether political economic, military or otherwise, may serve as a justification
for aggression."
171. Paragraph one is also accompanied by an explanatory note which states that
"the Committee had in mind, in particular, the principle contained in the Declaration
on Principles of International Law Concerning Friendly Relations and Co-operation
among States in Accordance with the Charter of the United Nations according to which
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The second paragraph of Article 5172 dealing with the consequences of aggression is framed in rather ambiguous language-an
ambiguity indicative of the continuing uncertainty and lack of consensus in the international community concerning the issues involved. The wording of the second paragraph is in general conformity
with the original thirteen Power draft which provided that armed
aggression constituted a crime against international peace giving rise
to international responsibility. "3 The obvious alteration of this formulation is the substitution of the word "war" where "armed aggression" formerly appeared.
This substitution was opposed by some delegations who felt that
the record of the Nuremburg Tribunals and the record reflected in
several General Assembly Resolutions provided sufficient precedent
to state that aggression constituted an international crime, not just
a war of aggression. Others stated that they would interpret the terms
as being coextensive. "'
The third paragraph of Article 5175 and the appended explanatory
note, which states that: "this paragraph should not be construed so
as to prejudice the established principles on international law relating to the inadmissibility of territorial acquisitions resulting from the
threat or use of force," posits an absolute denial of the fruits of aggression to the perpetrator of an aggressive act.'78
F. Article 6-Reaffirmation of the Right of Self-Defense "7
The avowed purpose of Articles 6 and 7 which follow is to reaffirm the present existence of the rights to self-defense and selfdetermination under international law, and is not intended to create
new rights.'78 Article 6 incorporates boiler plate language which reaffirms the principles of the Charter which sanction the use of force in
individual and collective self-defense. Article 51 of the Charter declares this right to be an inherent one which may be employed if an
"armed attack" occurs. Furthermore, this responsive coercion is a
temporary action to be undertaken only "until the Security Council
'No State or group of States has the right to intervene, directly or indirectly, for any
reason whatever, in the internal or external affairs of any other State' ".
172. The second paragraph of Article 5 states that: "A war of aggression is a crime
against international peace. Aggression gives rise to international responsibility."
173. Ferencz, supra note 145, at 503.
174. Report of the Special Committee, supra note 2, at 26, 37 & 39.
175. The third paragraph of Article 5 states that: "No territorial acquisition or
special advantage resulting from aggression are or shall be recognized as lawful."
176. Ferencz, supra note 103, at 421-3.
177. Article 6 states that: "Nothing in this definition shall be construed as in any
way enlarging or diminishing the scope of the Charter, including its provisions concerning cases in which the use of force is lawful."
178. Report of the Special Committee, supra note 2, at 31.
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has taken the measures necessary to maintain international peace
and security," and is subject to subsequent analysis as to the legitimacy of its use. 79
The principles which serve as the primary focus of decisionmaking in the analysis of the legitimacy of an exercise of coercive
force claimed to be in self-defense are necessity and proportionality.
In an earlier section the parameters of 'necessity' were explored-that
'necessity' being defined by the extent to which the target State
realistically believed that responding coercion was necessary in order
to preserve its fundamental institutions.'80
Proportionality, on the other hand, is a shorthand referent to a
constellation of factors relevant to the increment of responding coercion necessary to defend essential State prerogatives. For present
purposes, proportionality can be conceived of as a requirement that
responding coercion be limited in intensity and magnitude to what
is reasonably necessary to promptly secure the permissible objectives
of self-defense. Coercion that is grossly in excess of what, in a particular context, may be reasonably required for conservation of values
against a particular attack, or that which is obviously irrelevant or
unrelated to this purpose, constitutes an unlawful initiation of coer8
cion.'
2
G. Article 7-Reaffirmation of the Right of Self-Determination
Article 7 serves to reassert the right of self-determination under
international law without precisely defining its scope. The importance and role of this Article in a definition of aggression is that it
focuses the attention of the decision-maker on certain other complementary prescriptions involved in reaching a balanced decision concerning a claim that aggression of an indirect nature has been committed. ' 3
179. See McDouoA & FELICIAO, supra note 7, at 232.
180. See text accompanying notes 114-6 supra.
181. McDOUGAL & FELICIANO, supra note 7, at 243.

182. Article 7 states: "Nothing in this definition, and in particular Article 3, could
in any way prejudice the right to self-determination, freedom and independence, as
derived from the Charter, of peoples forcibly deprived of that right and referred to in
the Declaration of Principles of International Law concerning Friendly Relations and
Co-operation among States in accordance with the Charter of the United Nations,
particularly peoples under colonial or racist regimes or other forms of alien domination;
nor the right of these peoples to struggle to that end and to seek and receive support,
in accordance with the principles of the Charter and in conformity with the abovementioned Declaration."

183. For an incisive exploration of the content of 'self-determination' under the
"Friendly Relations" Resolution see Note: Toward Self-Determination-A Reappraissal as Reflected in the Declarationon Friendly Relations, 3 GA. J. INT'L L. 145 (1973).
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H. Article 8-Provisions of the Definition are Interrelated'
Finally, Article 8, which was taken from the Declaration on
Friendly Relations, emphasizes the integrated nature of the definition in that the overall object is to balance factors related to impermissible uses of force with those prescriptions relating to the permissible uses of force. 8 5
IV.

CONCLUSION

The maintenance of public order, conceived of in its minimal
sense as community control and prevention of private violence, is
commonly and appropriately regarded as the first indispensible function of any system of law. 86 This realization has been accompanied
in recent years by an increasing awareness in the international community that efficient world institutions for the optimum creation and
distribution of values depends on the securing of some semblance of
minimum order.8 7 Subjecting the process of coercion and violence
among nation-states to effective community controls thus exists as
the fundamental contemporary problem for those who seek a public
order based on human freedom in value allocation.'
In a bygone era such community controls were reflected and
enforced through verbal formulas of rather limited historical and factual significance such as declaration of war, violation of boundaries,
failure to comply with a cease-fire order. Today the capabilities of
participants in the coercion process to destroy fundamental
institutions and prerogatives of target participants are infinitely more
sophisticated. Beyond that, the international community has come
to realize that simple word formulas are not capable of resolving the
animosities generated by value systems which posit antagonistic solutions to the ordering of human existence.
Yet within the constraints imposed by these realities the Special
Committee was able to produce an instrument aptly suited to the
flexible decision-making required in the regulation of the use of force
by States. But even more important than this very significant
achievement may be the implicit element which this definition reflects. That element is a willingness not often shown by the nations
of the world to compromise their antagonistic value systems in an
area where fundamental interests are at stake, in order that a broader
184. Article 8 states that: "In their interpretation and application the above provisions are interrelated and each provision should be construed in the context of the other
provisions."
185. Ferencz, supra note 103, at 419.
186. McDouGAL & FELICIANO, supra note 7, at 121.
187. Id. at 122.
188. Id.
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base of shared expectations can be achieved. Perhaps the next step
forward in the creation of a world order based on a broad sharing of
values among all people will not be so long in coming.
Jeffrey A. Doose
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Human Rights
McBRIDGE, T., NEW ZEALAND HANDBOOK OF CIVIL LIBERTIES; Price
Milburn and Company, Ltd., Book House, Boulcott Street, P. 0. Box
2919, Wellington, New Zealand (1973); ISBN 5077-0370-4; xv, 111 p.;
photographs, footnotes. Foreword by M. Finley.
Commissioned by the New Zealand Council For Civil Liberties,
this book catalogues the rights of New Zealanders in situations in
which civil liberties are often ignored. It includes chapters on arrest,
search and seizure, freedom of expression, and assembly and discussion of statutes affecting civil liberties.
PATEL, H., INDIANS IN UGANDA & RHODESIA: SOME COMPARATIVE
PERSPECTIVES ON A MINORITY IN AFRICA; University of Denver, Denver,

CO 80210 (1973); $2.00; LC 74-166425; 35 p.; endnotes. Studies in
Race and Nations, vol. 5, no. 1. Foreword by G.W. Shepherd.
The author, who is a Lecturer in Political Science at the University of Rhodesia at Mount Pleasant, uses the comparative technique
to approach the question of the place of Indian minorities in the
African continent. He delineates some of the commonalities and differences between the Indian minorities in Uganda and Rhodesia
through a discussion of: early Indian settlements in Africa, Ugandan
and Rhodesian policies toward land acquisition and trade by the
Indians, and the Indian political activity in both countries.
ToMAN, J., INDEX OF THE GENEVA CONVENTIONS FOR THE PROTECTION OF WAR VICTIMS OF 12 AUGUST 1949; A.W. Sijthoff, Leiden, The

Netherlands (1973); ISBN 90-286-0653-X, LC 73-8726; xxv, 194 p.;
table of signatures, ratifications, accessions, and notifications of successions. The Scientific Collection of the Henry Dunant Institute,
No. 3. Preface by P. Boissier.
This is a valuable tool for the researcher dealing with the 1949
Geneva Convention for the Amelioration of the Condition of the
Wounded and Sick in Armed Forces in the Field; the Convention for
the Amelioration of the Condition of Wounded, Sick and Shipwrecked Members of Armed Forces at Sea; the Convertion relative
to the Treatment of Prisoners of War; and the Convention relative to
the Protection of Civilian Persons in Time of War. Through a
straight-forward word heading system, this index can greatly facilitate location of provisions of these complex conventions.
InternationalBusiness and Taxation
BAKER, J. & BRADFORD, M., AMERICAN BANKING ABROAD: EDGE
ACT COMPANIES AND MULTINATIONAL BANKING; Praeger Special Studies

in International Economics & Development, 111 Fourth Avenue, New
York, NY 10003, or 5 Cromwell Place, London SW7, 2JL, England
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(1974); LC 73-18135; cxxcii, 182 p.; tables, figures, endnotes, appendices, subject index.
This text presents an in-depth historical and analytical survey
of Edge Act Companies (foreign investment and banking subsidiaries
of U.S. banks). Cohesively organized, it first describes the current
international banking milieu, then recalls the quiet beginnings of the
Edge Act and its developing use over time up through its current
popularity; finally, it states projections for the future. The analysis
is capped with concise summaries and conclusions. The current phenomenon of multinational corporate growth juxtaposed with international monetary instability makes this book highly useful.
DIAMOND, W., FOREIGN TAX AND TRADE BRIEFS: INTERNATIONAL
WITHHOLDING TAX TREATY GUIDE; Matthew Bender

& Co., 235 E. 45th

St., New York, NY 10017 (1974); LC 74-77413; viii, 188 p.; tables,
footnotes.
Diamond's book provides quick access to normal withholding tax
rates in 90 countries. It also summarizes 700 tax treaties setting withholding rates on dividends, royalties, film royalties, rentals, technical
assistance fees, interest, and shipping and aircraft income.
FARRAR,

T. (editor),

EXPLORATIONS IN ECONOMIC RESEARCH;

Na-

tional Bureau of Economic Research, 261 Madison Avenue, New
York, NY 10016; subscription $15.00 yearly, $5.00 single issues; ISBN
0094-0852; vii, 204 p.; endnotes, tables and graphs.
This is the first issue of a new quarterly journal designed to
provide a forum for research carried on under National Bureau of
Economic Research auspices. The issue contains a study of ocean
shipping charges for.exports of the U.S. and other nations. It concludes, inter alia, that charges for U.S. exports are not substantially
different from those of other nations; that bulk tanker shipments are
cheaper than smaller, individual ones; and that intra-company shipments, e.g. oil company transfers, would provide a truer picture of
shipping costs than official government records.
Other articles discuss yields on insured residential mortgages
and on dating the growth cycle of the United States.
FLANAGAN, R. & WEBER, A. (editors), BARGAINING WITHOUT BoUNDRIES: THE MULTINATIONAL CORPORATION & INTERNATIONAL LABOR
RELATIONS; University of Chicago Press, Chicago, IL (1974); $14.50;

ISBN 0-226-25312-0, LC 74-5724; xxviii, 258 p.; tables, footnotes,
index by subject. Foreword by S. Davidson.
This book consists of papers written as a result of a seminar on
labor problems created by multinational corporations (MNCs) and

204

JOURNAL OF INTERNATIONAL LAW AND POLICY

VOL. 5:201

deals with the impact of MNCs on labor unions, both in the host
country and the base country. The interaction of various industrial
relations, including various proposals for transnational collective bargaining, is also considered.
BOCZEK, B., TAXATION IN SWITZERLAND; Commerce Clearing
House, Inc., Chicago, IL 60646 (1975); approx. 1000 p. World Tax
Series, Harvard Law School International Tax Program. Available
soon.
TAXATION IN SWITZERLAND is the twelfth volume in the World Tax
Series, which is a set of basic reference works presenting authoritative
information on the tax systems of countries around the world. This
new volume describes the tax system of Switzerland, both in its own
legal and administrative terms and in accordance with an outline
that has been designed to facilitate comparison of that system with
the systems of the other countries covered by the World Tax Series.
Nine chapters are devoted to a detailed description and analysis
of the Swiss income tax system-not only the federal tax on income
and profits but also the income taxes imposed by the twenty-five
cantons. These chapters follow a uniform outline in all volumes of the
Series, answering such questions as: Who pays the income tax? What
is the tax imposed on? How is the tax computed? How is the tax
administered? Separate chapters deal with business income; income
from employment, the liberal professions, and other personal services; income from capital; and income from such activities as natural
resource extraction, agriculture, banking, and insurance. A full chapter is devoted to the international aspects of Swiss income taxation.
INFORMATION GUIDE FOR U.S. CITIZENS ABROAD; Price Waterhouse
& Co., 1251 Avenue of the Americas, New York, NY 10020 (1974); 57
p.; examples, subject index. Free of charge upon written request; one
copy per request.
The booklet presents a simplified explanation of general U.S.
income tax rules affecting U.S. citizens living in foreign countries.
The application of general tax rules to common problems faced by
U.S. citizens abroad is illustrated by a step-by-step example complete with sample tax forms. Included is a brief description of the
requirements for filing a declaration and making payments of estimated tax.
INTERNATIONAL TAX JOURNAL; Panel Publishers, 14 Plaza Road,
Greenvale, NY, 22548 (Vol. 1, No. 1, Fall 1974); published quarterly,
$38.00 per year, $11.00 per issue; 100 pages.
This new publication features in its premier issue articles by
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Richard Hammer, Paul Seghers, Robert Feinschreiber, Leo Ullman,
Samuel Russo, and others. Features of interest to the practitioner in
this area are regular departments on Revenue Rulings by Walter
Seltzer, and Foreign Tax Developments by Walter O'Connor. The
issue also features a list of forthcoming meetings on international
taxation.
MCINTYRE, M., UNITED STATES TAXATION OF FOREIGN INCOME WITH
SPECIAL EMPHASIS ON PRIVATE INVESTMENTS IN DEVELOPING COUNTRIES;

International Tax Program, Harvard Law School, Cambridge, MA
02138 (1975); $5.00; viii, 88 p.; annexes.

This book is a revision of Arie Kopelman's UNITED STATES INCOME
which
was published by the United Nations Secretariat in 1970. The publication, which was updated to reflect changes in the tax laws such as
the DISC provisions, presents a valuable outline of the U.S. provisions such as the Foreign Tax Credit, use of foreign subsidiaries, and
methods to obtain preferential treatment for certain foreign source
income. While the emphasis of this publication is on developing
countries, the material is presented in such a clear, concise fashion
that it would be a useful basic tool for any attorney considering international operations.
TAXATION OF PRIVATE INVESTMENTS IN DEVELOPING COUNTRIES

MEXICAN INCOME & COMMERCIAL RECEIPTS TAX LAWS; Commerce

Clearing House, 4025 W. Peterson Ave., Chicago, IL 60646 (1974);
$12.50; LC 74-76363; Spanish-English edition; 260 p.; index.
This is a handy reference book for the lawyer or businessman
dealing in or with Mexican business. Spanish and English versions
face each other for easy translation. This volume is authoritative to
January 1, 1974, and includes notes of amendments made by the
Decree of December 30, 1973.
NATIONAL BUREAU OF ECONOMIC RESEARCH, 54TH ANNUAL REPORT:

ISSUES FOR RESEARCH; National Bureau of Economic Research, supra;

135 p.
This volume contains an interesting section on the research being
carried out by the Bureau in the international areas. Included are
reports of studies of multinational firms, the relation of manufacturing abroad by American firms to exports of American business, and
the role of process and trade laws in trade development. Also included
is an index of all Bureau publications for the year.
SCHUSTER, M., THE PUBLIC INTERNATIONAL LAW OF MONEY; Oxford
University Press, Ely House, London, W.1, England (1973); xii, 356
p.; table of cases, table of treaties, table of official documents and
reports, footnotes, bibliography, index.
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Schuster traces the developments in international monetary law
from pre-World War II, through the "International Monetary Fund
Period," to the more recent developments of multilateral, regional,
and bilateral treaty regimes. He suggests that the law of money customarily recognized before WWII is being, or at least is going to be,
replaced by an entirely new world economic law.
OWENS, E. &BALL, G., THE INDIRECT CREDIT: A STUDY OF VARIOUS
FOREIGN TAX CREDITS GRANTED TO DOMESTIC SHAREHOLDERS UNDER
U.S. INCOME TAX LAW; The International Tax Program of Harvard

Law School, Cambridge, MA 02138 (Vol. 1, 1975); $40.00; approx. 500
p. Available soon.
This two-volume study brings up to date Chapter 3 of The Foreign Tax Credit by Elizabeth A. Owens, published in 1961. Like that
chapter, this new study covers the technical aspects of qualification
for and computation of the indirect foreign tax credit and the operative effect of that credit on over-all tax burdens. However, in addition
to the original indirect credit granted by section 902 of the Internal
Revenue Code, there are now at least seven other types of indirect
credit to be analyzed and compared. Volume I of the new study deals
with the indirect credits granted to U.S. resident taxpayers, that is,
domestic corporations and individuals who are citizens or residents
of the United States. It does not cover indirect credits granted to
domestic corporations with respect to income taxed under Subpart F
of the Code; this will be the subject of Volume II.
Chapter 2 of Volume I details the indirect credit available to a
domestic corporation that receives ordinary dividends from a foreign
corporation. The third chapter discusses the operation of the indirect
credit when a domestic corporation disposes of its interest in a foreign
corporation through a sale, exchange, or liquidation. Chapter 4 analyzes the indirect credit relief granted to individual U.S. shareholders; and Chapter 5 deals with the most recent credit provisions, those
applicable to Domestic International Sales Corporations.
SECRETARIAT OF THE FINANCIAL & FISCAL AFFAIRS DIRECTORATE OF
O.E.C.D., COMPANY TAX SYSTEMS IN O.E.C.D. MEMBER COUNTRIES;
Organization for Economic Co-operation and Development, 2 Rue
Andre-Pascal, 75775 Paris CEDEX 16, France (1973); $5.00; 140 p.;
tables, footnotes, glossary, bibliography.
This text summarizes some of the main domestic and international consequences of corporate taxation found in some of the
O.E.C.D. countries- France, Germany, Ireland, Spain, the United
Kingdom, and the United States.
STINGELIN, P., THE EUROPEAN COMMUNITY AND THE OUTSIDERS;
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Canada Ltd., 55 Barber Greene Road, Don Mills, Ontario (1973);
$5.25; 168 p.; footnotes, tables, bibliography.
This collection of ten papers gives a well-rounded, up-dated view
of the political and economic aspects and effects of the Common
Market. Third Country reactions to the new stature of the Common
Market is a special focus of this penetrating study.
SUMPTION, A., TAXATION OF OVERSEAS INCOME AND GAINS; Butterworths, 2265 Midland Avenue, Toronto, Ontario, Canada (1973);
$14.65; xviii, 187 p.; footnotes, index, tables.
As stated in the preface, this book is for the tax practitioner,
whether lawyer, accountant, business executive or consultant. It is a
complete analysis of British tax law as it relates to income or gains
earned overseas. The book includes sections on individual income
and gifts, partnership income, and subsidiary income, among others.
A large section discusses tax treaties entered into by the United Kingdom.
TANCER, R. & ZANOTTI, J., THE MEXICAN LAW OF FOREIGN REAL
ESTATE INVESTMENT IN THE PROHIBITED ZONES: AN OVERVIEW, 1971-73;
Center for Latin American Studies, Arizona State University,
Tempe, AZ 85281; in collaboration with Latin American Law Section, State Bar of Arizona, College of Law, Arizona State University
(Second Edition, 1975); ISBN 0-87918-018-8, LC 74-32141; vi, 105 p.;
footnotes.
Three articles deal with the decree by President Luis Echeverria
of Mexico on April 29, 1971, which regulates foreign ownership of land
within Mexico's coastal and border zones. The decree circumvents
Mexico's constitutional prohibition against direct foreign ownership
of these lands by means of a trust for the foreign investor for a period
not to exceed 30 years. This decree is analyzed along with the 1973
Law to Promote Mexican Investment and to Regulate Foreign Investments.
WILLIAMSON, R., GLADE, W., & SCHMITT, K. (editors), LATIN

AMEmCAN-U.S.

ECONOMIC INTERACTIONS: CONFLICT, ACCOMMODATION,
AND POLICIES FOR THE FUTURE; American Enterprise Institute for Pub-

lic Policy Research, 1150 Seventeenth Street, N.W., Washington, DC
20036 (1974); $8.50 (cloth), $4.00 (paper); ISBN 0-8447-2051-8
(cloth), 0-8447-2050-x (paper), LC 74-19940; 380 p.; tables.
The editors have compiled excellent articles dealing with trade
and investments by the United States in Latin America. The articles
deal with the present policies as well as proposed policies. The responses of the Latin American countries to the U.S. policies are also
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well treated. Relevant tabular matter is well used to support some
articles.
YOSHITAKE, K., AN INTRODUCTION TO PUBLIC ENTERPRISE IN JAPAN;
Sage Publications, 275 S. Beverly Dr., Beverly Hills, CA 90212
(1974); $15.00; ISBN 0-8039-0298-0, LC 73-84184; xiii, 362 p.; tables,
footnotes, bibliography, subject index, name index. Foreword by
W.A. Robson.
The author traces the history of public enterprise in Japan, emphasizing the dominating influence which military and strategic motives played in many of the initiatives taken by the State in establishing industries. The role of the Japanese bureaucracy in controlling
nationalized industries, in creating public corporations, and in reducing the measure of accountability required of public enterprise is
explained. Throughout the book, the experience of Britain is offered
as an international comparison to the case of Japan.
InternationalLaw
BASSIOUNI, M. C., INTERNATIONAL EXTRADITION AND WORLD PUBLIC
ORDER; A.W. Sijthoff International Publishing Co. B.V., Oceana
Publications, Inc., Dobbs Ferry, NY (1975); $27.50; ISBN 90-2860044-2 (Sijthoff), 0-379-00203-5 (Oceana); xix, 630 p.; footnotes, subject index, table of cases.
The field of extradition is gaining renewed importance with the
spread of terrorism, hijacking and illicit international traffic in narcotics. The author critically appraises and often challenges the underlying assumptions, processes, norms, and practices of the traditional view of extradition as an instrument of inter-state cooperation
designed primarily to serve the very interests of the states. Bassiouni
reviews asylum, extradition, denial of extradition, unlawful seizures,
and national and international requirements regarding these topics.
INTERNATIONAL ATOMIC ENERGY AGENCY (IAEA), AGREEMENTS
REGISTERED WITH THE INTERNATIONAL ATOMIC ENERGY AGENCY (5th ed.
1973); Distributed in the U.S. by UNIPUB, Inc., Box 433, New York,
NY 10016; $9.00; LC 74-162626; 190 p.; tables, footnotes. Legal Series
No. 3.
This book is a compilation of all international agreements registered with the IAEA. Treaties are listed in chronological order from
1957 to 1971, with a provisional listing for the years 1972 to 1973.
Treaties are also listed by parties. The tables give such information
as the subject matter of the treaty, the Agency registration number,
parties to the treaty, and citations of publications containing the text
of the treaty.
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KIRKEMO, R., AN INTRODUCTION TO INTERNATIONAL LAW; NelsonHall Co., 325 W. Jackson Blvd., Chicago, IL 60606 (1974); $7.95;
ISBN 88229-1187, LC 73-91677; xi, 235 p.; endnotes, bibliography,
index.
This textbook is designed for use in undergraduate courses. The
author presents an overall view of international law, briefly explaining basic principles, such as jurisdiction, recognition, and the sources
of international law, and devoting almost seventy-five percent of his
text to a reprinting of important international conventions and treaties. The book would perhaps be most useful as supplemental text
material, or as a source book for the layman.
NOETHEDGE,

F.S. (editor),

THE USE OF FORCE IN INTERNATIONAL

The Free Press, 866 Third Avenue, New York, NY 10022
(1974); $12.95; LC 74-10140; 258 p.; footnotes, index.
This collection of original essays from researchers at the London
School of Economics looks at various aspects of the use of force. The
book does not propose remedies but, rather, examines the processes
which lead to the use of force. The suggested change in the use of force
is due to a perceived reluctance of major powers to become entwined
in war, and to the opprobrium with which states using force are met
in the United Nations and other international forums.
STONE, J., OF LAW AND NATIONS; William S. Hein & Co., Inc.,
Buffalo, NY (1974); LC 73-93977; xiv, 485 p.; footnotes, index.
This is a valuable and welcome collection of articles, addresses
and occasional papers written during the past 20 years by Julius
Stone, one of this century's most brilliant legal scholars. Stone has
chosen to present those works which "bear on the deeper and more
long-term issues which may affect international law in the 'seventies
and after."
Each chapter has been rigorously updated to 1974 perspectives,
giving the reader the rare opportunity to see a legal scholar review his
own work in light of contemporary events. The satisfaction which
Stone receives from having his basic theses survive recent events is
tempered by the original skepticism of many of his views.
InternationalOrganizations

RELATIONS;

INCE, B.,

DECOLONIZATION AND CONFLICT IN THE UNITED NATIONS:

Schenkman Publishing Company, Cambridge, MA (1974); distributed by General Learning Press,
250 James Street, Morristown, NJ 07960; LC 72-93988; xiv, 202 p.;
footnotes, appendices, bibliography, name index, subject index.
Ince's book presents a study of the decolonization process, focusing on the country of Guyana. The author examines the external
forces that had an important role before independence, as well as the
nature of independence once accomplished. Special attention is deGUYANA'S STRUGGLE FOR INDEPENDENCE;
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voted to the effect of the United States and the United Nations upon
this process.
SADY,

E.,

THE UNITED NATIONS

&

DEPENDENT PEOPLES;

Green-

wood Press, Westport, CT (1974); ISBN 0-8371-7483; x, LC 74-4730;
vi, 205 p.; footnotes, tables, bibliography. Reprint of the 1956 edition
published by the Brookings Institute in the Brookings Series on the
United Nations.
Sady's book presents an historical look at the problems of Colonialism from before the establishment of the United Nations through
the 1950's. The author explains the international trusteeship system
and presents proposals for the U.N.'s role in the future.
InternationalPolitics and Government
CROZIER,

B., A

THEORY OF CONFLICT;

Charles Scribner's Sons, 597

Fifth Ave., New York, NY 10017 (1974); $12.50; ISBN 0-684-14092-6,
LC 74-10235; xvii, 245 p.; index.
The author's theory is based upon the paradox that "the State
is necessary, but rebellion against it is inevitable." He traces the
theoretical and historical development of both elements, the State
and rebellion, and analyzes current situations throughout the world
in light of his theory of conflict. He concludes by examining the
capacity to prevent and repress revolutionary challenges to the State,
which Crozier argues is essential to the preservation of pluralistic
forms of government.
Dedicated to the "victims of Revolution the world over," A
THEORY OF CONFLICT

is a provocative contribution to the study of

international relations.
FROMKIN, D., THE QUESTION OF GOVERNMENT: AN INQUIRY INTO THE
BREAKDOWN OF MODERN POLITICAL SYSTEMS; Charles Scribner's Sons,

supra (1975); $8.95; ISBN 0-684-13845-x; 288 p.; endnotes, index.
The growing discontent with government and its seeming inability to cope with today's problems are the dual themes of this analysis.
Fromkin attempts to determine what government can do, and what
it should be, in our modern world society.
PRYCE, R., THE POLITICS OF THE EUROPEAN COMMUNITY; Rowman
and Littlefield, 81 Adams Dr., Totowa, NJ 07512 (1974); $6.75; ISBN
0-87471-199-1; x, 209 p.; tables, footnotes, bibliography, index. European Community Studies Series.
This is the first in a new series, written and published in collaboration with the Centre for Comtemporary European Studies, University of Sussex. The author traces the development of the European
Economic Community since 1950 and analyzes the dynamics of the
integration process within the Community, how the political system
works, what it has achieved, and the problems it has encountered.
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The political characteristics of the newly enlarged Community are
discussed, as are the policy issues it will face in the future and the
role of Britain within it.
RATHER, D., & GATES, D., THE PALACE GUARD; Harper & Row,
New York, NY; ISBN 0-06-013514, LC 74-4855; ix, 326 p.; index,
photos.
Rather and Gates successfully continue the inquiry by Halberstam in THE BEST AND THE BRIGHTEST into the Nixon administration.
By analyzing the backgrounds and personalities of the men who surrounded Nixon, the authors show how foreign policy (and other) decisions were made on subjective, personal considerations.
InternationalProtectionof the Environment
BARROS,

J.

& JOHNSTON,

D.,

THE INTERNATIONAL

LAW

OF

POLLUTION; The Free Press, supra (1974); ISBN 0-02-901910-9, LC 736491; xvii, 476 p.; selected reading lists, index.
Barros provides a welcome research and reference tool for those
interested in international approaches to resource development and
pollution control. After discussing definitions, priorities, and U. S.
Supreme Court approaches, the authors delve into "the emerging
international law of pollution," covering cases, agreements, treaties,
and general cooperative trends. Part III is devoted to selected issues-specific geographical areas and pollutants.
Ross, W., OIL POLLUTION AS AN INTERNATIONAL PROBLEM: A STUDY
OF PUGET SOUND AND THE STRAIT OF GEORGIA; University of Washing-

ton Press, Seattle, WA 98105 (1973); $12.00; ISBN 0-295-95275-x;
xiii, 279 p.; maps, photos, tables, footnotes, select bibliography.
Ross explores the existing laws and arguments involving the oil
spill potential in the study area and, finding the present safeguards
inadequate, proposes a bilateral and multilateral regional approach
to oil pollution control.
Since this section of North America possesses characteristics
common to other similarly threatened areas, the solutions proposed
here may be of considerable value to researchers and planners elsewhere.
THE AIR MANAGEMENT SECTOR GROUP, MAJOR AIR POLLUTION
PROBLEMS: THE JAPANESE EXPERIENCE; Organisation for Economic

Cooperation & Development (OECD), 2 rue Andre-Pascal, 75775
Paris CEDEX 16, France (1974); No. 33765; 174 p.; photographs,
drawings, tables, graphs.
This report is the result of a special technical session held in
Japan in 1972 to deal with the Japanese approach to rising air pollutant levels and increasing public awareness of the problem. It focuses
on certain aspects of sulfur oxide, particulate and oxidant controls;
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monitoring and modeling; research and development programs; laws
and regulations; and observations of the Japanese authorities.
Law of the Sea
COMMISSION TO STUDY THE ORGANIZATION OF PEACE, THE UNITED
THE OCEANS; TWENTY-THIRD REPORT; Commission to
Study the Organization of Peace, 866 United Nations Plaza, New
York, NY 10017 (1973); $1.50; 46 p.; Introduction by L.B. Sohn.
NATIONS AND

This report was designed as a prelude to the Conference on the
Law of the Sea at Santiago, Chile. Its basic purpose is to assert the
common interest of all nations and all peoples in preventing a neocolonialist race to transform oceans into national lakes, in avoiding
exploitation of the oceans by a few States only, in forestalling disputes about the distribution of the resources of the oceans and the
sea-bed, and in establishing strong international institutions with
sufficient powers to protect the common heritage of mankind. It is
divided into two sections. The first discusses crucial concepts, issues,
and options; the second states the principal recommendations of the
Commission.
LAW OF THE SEA INSTITUTE, 1971 ANNUAL REPORT; Law of the Sea
Institute, University of Rhode Island, Kingston, RI 02881 (1972); 14
p.
This concise report sets forth the history, programs and activities
of the Law of the Sea Institute. It also provides a useful listing of
publications of the Law of the Sea Institute, participants in the Sixth
Annual Conference, the names of those serving on the Executive
Board, and the names of those on the Advisory Committee.
YOUNG, E. & JOHNSON, B., THE LAW OF THE SEA; Fabian Society,
11 Dartmouth Street, London SW1H 9BN, England (1973); $1.50;
ISBN 7163-1313-8; 48 p.; tables, appendix. Fabian Research Series
313.
This pamphlet was written as a prelude to the 1974 Law of the
Sea Conference at Santiago. It represents an attempt to influence the
British government concerning policies it should pursue at the conference. The subjects treated by the authors include: sea resources and
the developing world, protection of the seas, arms control and enforcing the law, proposals for ocean management, and British domestic
policy implications.
Even though the conference has now concluded, this pamphlet
still proves to be enlightening as to the expectations of members of
Britain's Fabian Society concerning the law of the sea.
World Peace
CHOMSKY, N., PEACE IN THE MIDDLE EAST; Vintage Books, A Division of Random House, Inc., 201 East 50th Street, New York, NY
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10022 (1974); $1.95 (paper); ISBN 0-394-71248-x, LC 74-5000; xlvii,
198 p.; endnotes. Foreword by I. Gendzier.
Chomsky attempts to outline the conflicting considerations present in the Middle East today, basically from the same "radical
perspective" which he employed in his Vietnam discussions. It is a
well-written, interesting perspective.
KALSHOVEN, F., THE LAW OF WARFARE: A SUMMARY OF ITS RECENT
HISTORY AND TRENDS IN DEVELOPMENT; A.W. Sijthoff, supra (1973);

ISBN 90-286-0613-0; 138 p.; footnotes, bibliography.
The author provides a broad overview of the basic law relevant
to all situations of armed conflict. He discusses the basic principles
providing protection to civilians and prohibiting the use of specific
weapons and conduct of war. The book concludes with a discussion
of the facts militating in favor of or against observance of the laws of
warfare.
WILLRICH, M. & RHINELANDER, J. (editors), SALT: THE MOSCOW
AGREEMENTS & BEYOND; The Free Press, supra (1974); $7.95; LC 7310698; xxii, 361 p.; appendices, bibliography, index. Published under
the auspices of the American Society of International Law.
This compendium examines the background of the 1972 Moscow
agreements and analyzes them in light of the weapons systems with
which they deal, primarily through the vehicle of authors active in
the areas of strategic armaments and arms control. The agreements
are assessed from United States, Soviet, European and Asian
perspectives, in a style which the non-expert can understand.
WILLRICH, M. & TAYLOR, T., NUCLEAR THEFT: RISKS &
SAFEGUARDS;

Ballinger Publishing Company, Cambridge, MA (1974);

cloth $13.50; paper $4.95; ISBN 0-88410-207-6HB, 0-88410-208-4PB,
LC 73-19861; xvi, 252 p.; notes, tables, figures, bibliography, subject
index. A report to the Energy Policy Project of the Ford Foundation.
Foreword by M. Bundy; preface by S. Freeman.
This book, written by a law professor and a physicist, is one of a
series of studies sponsored by the Ford Foundation. The authors discuss general technical facts concerning nuclear energy and nuclear
explosives and the policy issues involved in the international utilization of nuclear energy as a power source. The authors point to the
possible threat of nuclear violence resulting from a theft of fissionable
materials utilized in the nuclear power industry, compare the cost of
safeguards against the utility of nuclear energy, and recommend various safeguards to prevent nuclear theft, including a common international policy to protect against nuclear theft.
Miscellaneous
COLORADO PARENTS FOR ALL CHILDREN (CPFAC), CPFAC

214

JOURNAL OF INTERNATIONAL LAW AND POLICY

VOL. 5:201

NEWSLETTER; Colorado P.F.A.C., P. 0. Box 4132, Boulder, CO 80302;
$5.00 annual PFAC membership; 12 p.
This monthly newsletter is addressed to people interested in
child welfare and domestic and intercountry adoption. It includes
articles, a calendar of events, book reviews, and news from the Holt
Adoption Program.
CONSTITUTION OF THE PEOPLE'S REPUBLIC OF BULGARIA; Sofia Press,
Sofia, Bulgaria 1 Levski St. (1971); 47 p.
Text of the Bulgarian Constitution.
DOBREV, G., THE PROTECTION OF INDUSTRIAL PROPERTY IN THE
PEOPLE'S REPUBLIC OF BULGARIA; Bulgarian Chamber of Commerce,

Sofia (1970); 75 p. Translated by G. Chakalov.
The pamphlet contains information concerning the protection of
inventions, trade marks, service marks, industrial designs, and appellations of origin in Bulgaria.
EUROPEAN CONFERENCE OF MINISTERS OF TRANSPORT, EUROPEAN
RULES CONCERNING ROAD TRAFFIC, SIGNS & SIGNALS; OECD Publica-

tions, supra (1974); stock no. 33.263; 179 p.; model driving permits,
table of traffic signs, diagrams. Revision of the 1972 edition.
This compilation of research on the transport policy of eighteen
European countries aids in their attempt to achieve the most efficient
use and rational development of European inland transportation.
KLENIG, J., PUNISHMENT AND DESERT; Martin Nijhoff, Publisher,
9-11 Lange Vourhout, P.O.B. 269, The Hague, Holland (1973); ISBN

90-247-1592x; ix, 161 p.; footnotes, index of names, index of subjects,
bibliography.
The book is a philosophical treatise which begins with a discussion of the moral justification and definition of punishment. Contemporary analyses of punishment are best seen as relevant to the problems of authority to punish. The author, however, deals with the
concept and role of "desert" in punishment. "Desert" is defined as

getting what one deserves, as fitting a punishment to the crime. Punishment is viewed as a moral notion-crimes should be distinguished
to some extent on the basis of moral considerations.
The bibliography is an extensive listing of philosophical works
dealing with punishment.
MINISTRY OF JUSTICE OF BULGARIA, Lol SUR LE COMMERCE
EXTERIEUR (1972); 15 p.; LoI RELATIVE A L'EXECUTION DES PEINES

(1973); 34 p.; LAW ON BULGARIAN NATIONALITY and REGULATIONS FOR
THE APPLICATION OF SECTION III OF THE LAW ON BULGARIAN NATIONALITY
(1972); 11 p. & 12 p.; CUSTOMS LAW (1973); 20 p.; LAW ON THE SOJOURN
OF FOREIGNERS IN THE PEOPLE'S REPUBLIC OF BULGARIA (1973); 10 p.;

1975

BOOK NOTES

LAW OF ADMINISTRATIVE

VIOLATIONS AND PUNISHMENTS

LAW OF ADMINISTRATIVE PROCEDURE

(1970); 37 p.;

(1970); 38 p.

The Bulgarian Ministry of Justice has made available several
pamphlets concerning various aspects of Bulgarian law. Although the
pamphlets are not completely up to date, they provide a good source
of material for students of comparative law.
UNION

DES JURISTES DE BULGARE, DROIT BULGARE;

Sofia Press,

supra; vol. 2-3, 240 p.; bibliography. French translation by S. Djoumaliev.
This volume contains articles on Bulgarian family law, and laws
concerning the economic organization of the state, the principle of
equality in inheritance law, and damages for breach of contract between socialist organizations.
NEWMAN,

R. (editor), EQUITY

IN THE WORLD'S LEGAL SYSTEMS:

A

Etablissements Emile Bruyland, Rue de la Regence, 67, 1000 Bruxelles, Belgium (1973); LC 73-86192; volume I of a
series "California Western School of Law, U.S.I.U. Studies in Jurisprudence," 652 p.; footnotes.
In order to emphasize the universality of the equity concept, this
volume discusses the role of equity in the different legal systems of
the world. Its role is traced from ancient Jewish, Roman and Muslim
law, through the Middle Ages, to modern times. Various articles delineate possible variations on the concept as it exists in Japan, the
People's Republic of China, the Soviet Union, and other nations.
RADEV, Y., PRINCIPES DE LA CONSTITUTION BULGARE; Sofia Press,
supra (1974); 37 p. French translation by S. Djoumaliev.
This pamphlet is an interesting commentary on the theoretical
basis and function of a constitution in a socialist society.
COMPARATIVE STUDY;

SCHAFER, S., THE POLITICAL CRIMINAL: THE PROBLEM OF

MORALrrY

The Free Press, supra (1974); LC 73-10700; x, 179 p.;
selected bibliography, name index, subject index.
Schafer employs the format of a long essay to examine the problem of morality and crime. He poses such questions as "What is a
'political criminal?' "; "Can a political criminal be legally wrong and
morally right?"; and "What is the relationship between law, justice,
and morality?"
In considering these questions, he notes that although many political criminals might have been hailed as patriotic heroes, with a
different twist of fate, a distinction may be drawn between the political criminal and the discontented lawbreaker. The questions Schafer
raises and the conclusions he draws have a particular relevance in
light of the more recent political crises of our government.
AND CRIME;
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CONFLICTS;

D., &

TOMEN,
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J. (editors), THE LAWS OF ARMED

Sijthoff International Publishing, c/o Academic Book

Services, P.O.B. 66, Groningen, Holland (1973); $115.00; ISBN 90286-0083-3, LC 72-95669; xxvi, 795 p.; tables, subject index.
This is a collection of multi-lateral conventions, resolutions, and
documents on the laws of armed conflicts adopted since the Paris
Declaration of 1856. Signatures, ratifications, accessions, and reservations of individual states are included. The documents are organized under the following headings: General Rules Concerning the
Conduct of Hostilities, Prohibited Means of Warfare, Protection of
Populations Against Modern Means of Warfare, Victims of War, and
Neutrality. There is also a list of the reproduced documents in chronological order.
WIENER, P. & FISHER, J. (editors), VIOLENCE & AGGRESSION IN THE
HISTORY OF IDEAS; Rutgers University Press, New Brunswick, NJ
(1974); $15.00; LC 73-20161; xi, 273 p.
Diverse scholars have written seventeen essays for presentation
at the International Conference on Violence & Aggression in the History of Ideas, which was held at Temple University in June, 1972.
The essayists consider such questions as the meaning of the term
"violence," whether violence is ever justified, and whether violence
is inherent in life. The viewpoints from which such questions are
posited range from radical to conservative and cross a broad range of
cultural and national backgrounds.

